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How much do you pay for 
the Burroughs machines 
you DON’T have? 








Probably a lot more than you think... 
certainly more than you would pay for 
the machines your office needs. 


Are you doing without modern figuring 
machines? Pencilwork is a plodding, 
inaccurate, and expensive substitute. Are 
you doing without enough machines? 
Every girl made to wait her turn at a 
shared machine is actually invited to 
squander costly time, even if figuring is 
only a fraction of her job. 


Compare the cost of these inefficiencies 
with the three or four cents a day it takes 
to amortize the cost of a Burroughs 
adding machine or Burroughs calculator 
over its long useful lifetime. 


There’s hard-headed economy in having 
enough Burroughs machines. Let your 
Burroughs representative help you save 
time and money with the right Bur- 
roughs machines for all your figuring 
jobs. Burroughs Adding Machine Com- 
pany, Detroit 32, Michigan. 


WHEREVER THERE'S BUSINESS THERE'S Bu rroughs 


THE MARK OF SUPERIORITY 
\M MODERN BUSINESS MACHINES 











THE WAVY LINES @® ARE 


A LAMONTE TRADE-MARK 


Simple 
Arithmetic 


It is obvious that when ex- 
perience is added to experi- 
ence the resultant sum is 
greater knowledge. * ” 
George La Monte & Son has 
had more than three-quarters 
of a century of cumulative 
experience in making safety 
papers, and nothing but 
safety papers. » » La Monte 
check papers are the choice 
of a large majority of Ameri- 
ca‘'s foremost banks. 


GEORGE LA MONTE & SON 


NUTLEY * NEW JERSEY 


“za More 


SAFETY PAPER FOR CHECKS 
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IBM SERVICE 
TO MANAGEMENT 


The entire IBM organization is geared to serve 
management throughout the nation. 


One of its services is provided by IBM Service 
Bureaus, which efficiently perform accounting and 
statistical functions for business on IBM Electric 
Punched Card Accounting Machines. 


Clients, varying from the smallest organization to 
the largest and representing almost every field of 
business and industry, use this service to obtain 
inventory reports, payroll records, cost reports, sales 
and market analyses, and for the preparation of 
many other types of accounting or statistical data. 
All work is handled by experienced personnel and 
is held strictly confidential. 


Service charges are based on the volume of trans- 
actions and number of reports required. 


IBM Service Bureaus are located in principal cities. 
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INTERNATIONAL BUSINESS MACHINES CORPORATION 


World Headquarters Building, 590 Madison Avenue, New York 22, N. Y. 














BIRD’S-EYE VIEW OF THE 
SEPTEMBER ARTICLES 


A RESTATEMENT OF THE GOALS OF INTERNAL AUDITING 
By Dr. Walter B. Meigs 
Two years have elapsed since the Statement of Responsibilities of the 
Internal Auditor was issued by Tue Institute. Dr. Meigs in this 
article performs the very constructive service of taking a new look at 
the goals of internal auditing as a basis of appraising our present progress 
and future potentials. The basis is provided for the kind of reappraisal 
that we must be continually making—both as individual internal auditors 
and as an Institute. 
EDUCATION — MEMBER, JUNIOR AND INSTITUTIONAL 
By Earle H. Cunningham 
This paper is for all practical purposes a statement of the objectives and 
program of the Educational Committee, of which Mr. Cunningham is 
Chairman. 
THE AUDIT OF A PURCHASING DEPARTMENT 
By James B. Parker 
The Editorial Committee believes these “how-to-do-it” articles are 
appreciated; and the ideas here presented are sound and practicable. 
THE APPLICATION OF INTERNAL AUDITING IN AN INTEGRATED OIL 
COMPANY 
By Fladger F. Tannery and O. L. Luper 
These two gentlemen present an outstanding discussion of their sub 
ject, approached from both the practical and the managerial viewpoints 
OUTLINE OF THE “PACKAGE AUDIT” 
By William A. McKnight 
This paper informingly offers a new idea. Obviously intended for oral 
delivery, it still makes interesting reading. demonstrating, as it does, that 
internal auditors can invent new and workable procedures. 
A COMBINATION SYSTEMS AND INTERNAL AUDITING DEPARTMENT 
By Emil V. Kasmon 
Mr. Kasman presents a sound and worthwhile discussion on a subject 
concerning which there are varying viewpoints, to which he gives con 
sideration in his argument. 
CONTROL AND AUDIT OF CONSTRUCTION EXPENDITURES 
By J. S. Lang 


A very informing paper that ably discusses the important phases that 
must be taken into account in auditing the expenditures incurred in an 
expansion program of a Utility. 


INTERNAL AUDITING OF FIRE AND OTHER INSURANCE COVERAGE 
By Peter J. Buzanga 


This brief paper covers a subject not often touched upon by internal 
auditors. It is well-written and very informing. 


Note: The papers by Mr. Cunningham and Mr. Parker were delivered 
at the Mid-West Regional Meeting of Tue Instirure in St. Louis, 
March 25, 1949. 
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SEE WHAT NATIONAL MECHANIZED ACCOUNTING CAN DO FOR YOUR BUSINESS * 


Costs are cut the day a National Mechanized 
Accounting System is installed. 

There’s a lift in office morale. Jobs are done 
faster, easier. Overtime is cut sharply—or out! 

On some jobs two thirds of the work is done 
automatically. 

With National’s exclusive combination of 
advantages... savings often pay for the entire 
installation the first year. 

Ask your National fepresentative—a systems 
analyst—to show you the savings you can 
reasonably expect from Nationals. 


*Get this FREE 20- 
page booklet, How 
to Save Money on 

0 y 
now T Your Bookkeeping, 
Save Monty from your local Na- 
on YouR tional Representa- 


BOOKKEEPING tive, or writeto: 


THE NATIONAL CASH REGISTER COMPANY, DAYTON 9, OHIO 
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THE PRESIDENT’S PAGE 


A’ this time I should like to say something that will take your 
thoughts away from the ordinary channels of your work and 
direct them to a broader consideration of our economic world. I make 
no apology for this, because the internal auditor, as a senior arm of 
management, should concern himself with the forces and influences 
that move industry as a whole, rather than with those things that affect 


particular segments of his company. 


Today we are reading and hearing much about the impending 
recession. In fact, the word is often “depression.” Sales are falling 
off or drying up; costs are rising and profit margins falling; executives 
are nervous about inventories and possible inventory losses; unemploy- 
ment is rising and prospective university graduates are getting the 
“jitters.” 


This sort of thing is important to us because it affects your com- 
pany and mine, your job and mine. A depression hurts everyone. 
But, let us not lose sight of the fact that depressions do not just happen. 
They are man-made. They result from mistakes, and from the fear 


that dries up normal enterprise and normal risk-taking. 


What are the facts about the situation? Some sales are falling 
off and some companies are going out of business. The answer is not 
an alarming one, but rather it is the expected re-adjustment after a 


long period of abnormal war shortages. Once these abnormal demands 
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Invoices canceled by CUMMINS 


can't be paid twice! 


Supporting papers accompanying each invoice—receiving 
reports, purchase order copies, bills of lading, and others 
which are canceled at the same time—cannot be used to 


support a duplicate or spurious invoice. 


More and more auditors are protecting their firms against 
loss and confusion through honest erro-—AND THROUGH 
DELIBERATE EMBEZZLEMENT—by advocating cancelo- 


tion of complete voucher bundles with a Cummins Perforator. 


To get the whole story, send for our new informative book- 
let, just revised, “How to Guard Against Fraud"—furnished 
without charge or obligation. 










CUMMINS BUSINESS 
MACHINES CORPORATION 


4762 North Ravenswood Avenue, Chicago 40, Illinois 
SALES AND SERVICE AT ALL KEY POINTS 
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have been satisfied, the companies supplying them must look for other 
outlets for their productive capacity; failure to do so means bankruptcy, 


a not unusual penalty for inefficiency or lack of foresight. 


During the war, and until recently, your company and mine 
bought enormous quantities of materials and supplies, when we could 
get them. It was common to place an order for stock to last a year, or 
even two years. Now, in fear of dropping prices, the order has gone 
out to buy, not in terms of years, but in terms of weeks. Naturally, 
our suppliers are crying “blue ruin”; before long, however, they will 
realize that they are only back on the same production and supply 
schedules as before the war, and that it is their job to supply their cus- 
tomers with goods when they want them, and as often as they want 


them. 


Just because abnormal war-shorted goods are now coming into 
production and even over-supply, does not mean that the machines must 
stop rolling. It is the job of industry and its associates to find and to 
create new goods and new wants, or, in other words, to keep advancing 
our standard of living. So long as there is natural wealth and produc- 
tive energy, a flux of the two will keep the wheels turning. Energy 
and natural resources create goods; advertising and a full pay envelope 
create demand—both for new things and more of the same things. 
Satisfaction, through production, of this demand keeps employment 


steady, the worker well-paid, and everyone confident of the future. 


Make no mistake. This continent, in particular, has the brains, 
energy, and resources to keep production at a high level. Temporary 
dislocations and localized adjustments are bound to occur, but they will 
not harm our over-all economy unless we lose our confidence, cut back 
production, hoard our resources, and sit back waiting for doom to catch 


up to us. 


We can each do our part by thinking this out for ourselves, and by 
refusing to nod our heads when the next prophet of depression starts 
talking to us. 

A. J. E. Cup. 











THE EIGHTH ANNUAL CONFERENCE 
THE INSTITUTE 
OF INTERNAL AUDITORS 


Time — OCTOBER 9, 10, and 11, 1949 


Place — THE ROYAL YORK HOTEL 
TORONTO, ONTARIO, CANADA 


Conference Theme 
“INTERNAL AUDITING, INSTRUMENT OF CONTROL" 


In the more difficult times which are ahead, “Control” will 
be vital in all classes of industry, and internal auditors will 
require to be first in the field with their thinking and their 
plans. 


CONFERENCE PROGRAMME 
SUNDAY, 9 OCTOBER 
REGISTRATION: 


9:00 A.M. to 6:00 P.M. 


CuapTer Activities MEETING: 
2:00 P.M. 


MONDAY, 10 OCTOBER 
REGISTRATION: 
9:00 A.M. 
ANNUAL Bustness MEETING AND ELECTION OF OFFICERS: 
10:00 A.M. to 12:00 P.M. 
Only members may participate in the affairs of the Annual 
Meeting, but Associate Members, Junior Members and friends 
are urged to attend. 
LUNCHEON: 
12:15 P.M. to 1:45 P.M. 
SPEAKERS: 
Dr. W. J. Duntop, B.A., B.Paed., LL.D. 
Pror. W. J. MacAnprews, M.A. 
University of Toronto 
Pror. E. M. Barnet 


Department of Business Organization, University of Buffalo 
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GENERAL SESSION: 
2:00 P.M. to 5:00 P.M. 
ApprEss OF WELCOME: 
Mr. Artuur J. E. Cuiitp 
President, The Institute of Internal Auditors 
The afternoon session will be addressed by three speakers. 
The names of these gentlemen and their subjects will be 
announced later. 
RECEPTION: 
5:15 P.M. to 6:30 P.M. 


The reception will provide a means for members and guests to 
become acquainted. Refreshments will be served and the 
occasion should prove to be a pleasant prelude to the Annual 
Dinner which follows. 


ANNUAL DINNER: 
7:00 P.M. 
REMARKS: 
Tue Prestpent-ELect 
The Institute of Internal Auditors 
ADDRESS: 
Mr. Gratton O'Leary 
Editor, The Ottawa Journal 
Mr. O’Leary is an authority on world-wide problems, particu- 
larly those affecting American and Canadian relations. His 
intimacy with Governments and his Irish background have 


stamped him an orator to whom it is a delight and an instruc- 
tion to listen. 


The Premier of the Province of Ontario and the Mayor of the 
City of Toronto have received invitations to the Annual Din- 
ner, and we expect them to be with us on this occasion. 


TUESDAY, 11 OCTOBER 
INpustryY MEETINGs: 
9:30 A.M. to 12:00 P.M. 


The morning and afternoon will be devoted to Industry meet- 
ings, of which there will be approximately fifteen groups. 
Much intensive thought is being put into preparation for these 
meetings. Properly designed and effectively carried out, they 
should be among the most useful of our Conference functions. 
Every effort will be made to accomplish this. 
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LUNCHEON: 
12:15 P.M. to 1:45 P.M. 

SPEAKER: 

Mr. H. M. Turner 
President, Canadian General Electric Co. Limited 

Mr. Turner was born in Hanover, Mass., and graduated from 
Tufts College, Medford, Mass. He has been connected with 
General Electric Company at Schenectady and Toronto since 
graduation and is today considered one of Canada’s foremost 
industrialists. 


INpustrY MEETINGs: 
2:00 P.M. to 4:00 P.M. 


CLosInc REMARKS: 
4:30 P.M. to 5:00 P.M. 
Tue PresipENT-ELECT 
The Institute of Internal Auditors 


GENERAL NOTES 


A very complete and educational exhibition of office equipment and a 
Business Show have been organized. A total of twenty-one different Ex- 
hibitors will have displays at this exhibition and it will be the largest and 
most interesting undertaking of this nature in InstrruTE history. The 
Exhibitors include: 


ADDRESSOGRAPH MULTIGRAPH OF CANADA LIMITED 
BURROUGHS ADDING MACHINE OF CANADA LIMITED 
CUMMINS BUSINESS MACHINES 

DITTO OF CANADA LIMITED 

EXECUTONE COMMUNICATIONS 

FRIDEN CALCULATING MACHINE CORPORATION 

GESTETNER (CANADA) LIMITED 

INTERNATIONAL BUSINESS MACHINES CO. LIMITED 

MOORE BUSINESS FORMS LIMITED 

MICROFILMING SERVICE 

NATIONAL CASH REGISTER COMPANY OF CANADA LIMITED 
McBEE COMPANY LIMITED 

OFFICE SPECIALTY MANUFACTURING CO. LIMITED (office furniture) 
O. H. PIERCE (MARCHANT-SOUNDSCRIBER) LIMITED 
REMINGTON RAND LIMITED 

ROYAL TYPEWRITER LIMITED 

L. C. SMITH AND CORONA TYPEWRITERS OF CANADA LIMITED 
SORTERGRAF COMPANY 

UNDERWOOD LIMITED 


ONTARIO TYPEWRITER COMPANY 
Sounpb-Mrrror 

Mart-A-Vorce 

ALLEN Appinc MAaAcHINEs AND CALCULATOR 
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The Reception Committee will spare no effort to make your visit to 
Canada enjoyable. They look forward to the privilege of welcoming 
you, your families and your guests, at Toronto in October. 





The Hotel Arrangement Committee asks that you endeavor to make 
your reservations early. 


EIGHTH ANNUAL CONFERENCE COMMITTEES 
AND THEIR CHAIRMEN 


Genera CHarrmMan — WILLIAM J. L. TOWNSEND 
Canada Packers Limited 
Toronto, Ontario, Canada 
Bupcet AND Finance — EDWARD PATERSON 
Maclean-Hunter Publishing Company Limited 
Toronto, Ontario, Canada 


EXHIBITS — WALTER I. MARKLE 
Underwood Limited 
Toronto, Ontario, Canada 

Horet ARRANGEMENTs — FRANK A. RIDDELL 
George Weston Limited 
Toronto, Ontario, Canada 

Hore ReservaTIONns — DONALD F. BISSONNETTE 
Toronto General Trusts Corporation 
Toronto, Ontario, Canada 


PRINTING — ROBERT H. WOOD 
Lever Brothers Limited 
Toronto, Ontario, Canada 


PROGRAM ROBERT C. BAIRD 
The Canada Life Assurance Company 
Toronto, Ontario, Canada 


PuBLiciry - NORMAN L. JACKSON 
Famous Players Canadian Corp. Limited 
Toronto, Ontario, Canada 
RECEPTION — GEORGE APPLETON 
Toronto Hydro-Electric System 
Toronto, Ontario, Canada 


REGISTRATION - PERCY R. RICHMOND 
Canadian Bank of Commerce 
Toronto, Ontario, Canada 


Norte: The foregoing program of The Eighth Annual Conference is as 
it stood at the time of our going to press.—Eb. 








A RESTATEMENT OF THE GOALS 
OF INTERNAL AUDITING* 


By WALTER B. MEIGS 


ASSOCIATE PROFESSOR OF ACCOUNTING 
UNIVERSITY OF SOUTHERN CALIFORNIA 








A native of Missouri, Dr. Meigs, was educated at the Universities of 
Kansas, Harvard, and Southern California. After three years in business 
on his own account, he was successively engaged in statistical and eco 
nomic investigations for governmental agencies, was a bank examiner 
for the Federal Deposit Insurance Corporation, and spent four years on 
the internal auditing staff at the Lockheed Aircraft Corporation. Sub- 
sequently, Dr. Meigs taught accounting at various universities, and, for 
the last four years, has been Associate Professor of Accounting at the 
University of Southern California. 








NY discussion of the goals and standards of internal auditing may 
well begin with the official “Statement of Responsibilities of the 


Internal Auditor” issued by Tue InstiruTe or INTERNAL AUDITORS 


in July, 1947. 


That Statement described internal auditing as an appraisal activity 


carried on with the objective of aiding top management in efficient 
administration of an enterprise. 


Internal auditing was characterized 
as a staff function, independent of operating processes, and responsible 
to a member of top management. The nature of the work performed 
by the internal auditor was stated to be primarily the review of account- 
ing and financial matters, with particular emphasis upon the evaluation 
of the system of internal control. It was acknowledged that the internal 


auditor might also “properly deal with matters of an operating nature.” 


These were some of the highlights of a statement that has had 


tremendous influence in creating an awareness of the importance of 
internal auditing. Public accountants, university teachers of account- 
ing, students in collegiate schools of business, and all levels of business 
management have, during the last few years, become surprisingly well 
informed on the scope and character of the internal auditor’s work. 


The expanding stature of internal auditing as viewed by these 


groups must be largely accounted for by the work of Tue INstiruTE 


*Paper delivered at a meeting of the Los Angeles Chapter. 
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and particularly by the wide distribution of the Statement of Responsi- 
bilities. The construction of that Statement was an excellent piece 
of workmanship, yet it contains those weaknesses and limitations 
necessarily found in the pronouncements of all professional societies. 
A group of accountants, attorneys, teachers or other professional men in 
enunciating a formal statement of approved practices and objectives 
can not hope to follow the thinking of the most progressive members 
of the given group. Such official pronouncements must represent a 
compromise between new and old points of view, usually giving prefer- 
ence to those objectives and procedures which have been tried and tested 
by the majority of the group for a period of years. The pioneers within 
such a professional society need not expect to see their current thinking 
reflected in official pronouncements; they can reasonably hope, however, 
that today’s contributions to a rapidly expanding field of technical 
knowledge will be mirrored in the official pronouncements of some 
future year. 


In recognition of the inevitable lapse of time between the setting of 
new goals and standards by the most progressive members of a pro- 
fession and the official adoption of those goals and standards, every 
internal auditor might well ask himself whether his own current aims 
and techniques conform to the oldest or to the newest elements of the 
official concept of internal auditing. 


NEW vs. OLD FUNCTIONS 


What is new and what is old, in the Statement of the Responsibili- 
ties of the Internal Auditor? If we can segregate the new and the old 
ideas contained therein, if we can identify those portions which would 
not have been present had the Statement been devised ten years ago, 
then we can visualize what is happening to the activity described as 
internal auditing; and we can form some notion as to whether the 
internal audit work being done within a particular company is abreast 
of advances in the field or is lagging far behind. 


Aupit CLERKS 


In classifying internal auditing practices as new or old, it is 
necessary to keep in mind that this offshoot of accounting practice is 
itself of fairly recent origin. Fifteen years ago, the term internal 
auditor had no clearly defined meaning. To many people it denoted 
an experienced clerk or bookkeeper who had been assigned the monoto- 
nous task of a perpetual search for clerical errors in the unending 
stream of accounting documents. This concept was a throwback to 
the era when internal controls were little known and when machine 
accounting processes were not widely employed. In that era the pro- 
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duction of essentially accurate statements and accounts was believed 
by many to be impossible unless a significant number of line personnel 
were assigned the task of reviewing current transactions for errors and 
correcting such errors before the processing of documents was com- 
pleted. These individuals were called audit clerks or “internal audi- 
tors.” 


TRAVELING AUDITORS 


Another concept of internal auditing prevalent fifteen years ago 
was that of the traveling representative of a company which had 
extended its operations over wide geographical areas. The home office, 
confronted with the problem of maintaining uniform accounting prac- 
tices and records in widely scattered locations, often sent out “auditors,” 
men thoroughly acquainted with the company’s policies and procedures, 
to travel from branch to branch to see that the branch personnel per- 
formed their work honestly, efficiently and in accordance with the 
policies established by the home office. For many years these traveling 
auditors comprised the best known group in the developing field of 
internal auditing. 


One of the principal duties of the traveling auditor, both in the 
early years of internal auditing and at the present time has been to 
search for ways to improve the accounting methods of the various 
branches. In some instances this improvement might be achieved by 
replacing the unorthodox procedures developed by inadequately trained 
branch personnel with standardized routines approved by the home 
office. The standardized procedures normally carried a dual advantage; 
greater efficiency, and conformity with practices of the home office and 
other branches, thus facilitating company-wide reporting and analysis. 


The traveling auditor by virtue of his personal observation of prac- 
tices and conditions in the most successful and progressive branches and 
the similarity of operations and problems throughout the chain, was 
able to recognize the short-comings and deficiencies of the less successful 
branches. He was concerned not only with verification of accounting 
records but with all aspects of operations contributing to a profitable 
showing by the office or plant under examination. 


The success of the traveling auditor in verifying the information 
reported by branches, in locating and minimizing defalcations, in elim- 
inating duplication of work, in improving the accounting records, in 
discovering causes of waste and loss, and in providing assurance to 
management that approved company policies were being conscientiously 
followed even in the most remote branches was no doubt largely respon- 
sible for the development of present-day internal auditing. 
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In one respect the tradition of the traveling auditor has served to 
handicap the spread of a modern philosophy of internal auditing. 
Large chain organizations operating hundreds of small branches place 
great emphasis on uniformity of operations throughout the system. 
This stress on uniformity and the essential similarity of problem: aris- 
ing in the numerous units of the chain organizations encouraged the 
auditor to follow a check-list type of audit program. If an audit pro- 
gram is centered about the filling in of an audit questionnaire, and if 
the auditor follows the same procedure in one examination after another 
because of the similiarity of the company units being examined, the 
resulting technique is apt to become a mechanical routine quite the 
opposite of the broad imaginative, ingenious, and resourceful approach 
which must characterize the investigative work of the modern internal 
auditor in a large complex corporate organization. 


GROWING NEED FOR MANAGEMENT AUDITING 


In the small company, the top management is familiar with the 
details of current operations. Management can be effective without 
any great reliance upon accounting and statistical reports. The reli- 
ability of the accounting records and any necessary revisions thereof 
can be tested and accomplished through periodic audits by independent 
public accountants. The need for highly skilled technical services for 
such tasks as the preparation of income tax returns or system revision 
arises only at infrequent intervals and can be satisfactorily met by 
retaining public accountants. 

In the large corporate organization, top management is far removed 
from the details of current operations. The vast numbers of employees 
and the variety and scope of operations can be guided and controlled 
only through the establishment of broad policies which are transmitted 
down through the various levels of supervision to operating personnel 
by means of written directives, manuals, and outlines of methods and 
procedures. Authority is delegated by management to large numbers 
of supervisors and a wide, troublesome gulf develops between manage- 
ment and the operations which it must direct. Under these circum- 
stances, top management must rely upon accounting and statistical 
reports for information on the progress of operations and the well-being 
of the multitude of heterogeneous departments, sections and groups 
which comprise the corporate entity. Management needs to know 
whether the reports it receives are accurate and adequate, whether 
the policies it has formulated are being effectively translated into action 
in all sectors of the business, whether employees are being properly 
trained and understand the rules and procedures they are expected to 
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follow, whether supervision is efficient, and whether records and pro- 
cedures are being kept up to date and modified to fit the constantly 
changing pattern of operations. In brief, management needs the full- 
time services of a staff of trained investigators and analysts to report 
on the functioning of all phases of corporate activity. These individuals 
must be thoroughly familiar with the company’s policies and plans, its 
methods and procedures, its personnel and its facilities. The value of 
these men obviously will increase with the years spent in the organiza- 
tion. This group will recognize only one responsibility, and that must 
be to the top management of the company. 


MANAGEMENT vs. PuBLIC ACCOUNTANTS 


It should be clear that this function of internal auditing is sharply 
different from that of public accounting. Although the independent 
public accountant may in practice be retained by management and may 
advise management on many accounting and financial problems, he 
has a responsibility and reliability to outsiders, to stockholders, creditors, 
bankers, government and to the general public which reads the financial 
reports he certifies. In fulfilling the strenuous requirements of his pro- 
fession, he is automatically barred from performing the full time, con- 
tinuous research into the detailed operations of a single corporation, 
which management needs in order to do its job with maximum effective- 
ness. In the very largest corporations faced with the task of controlling 
complex technical operations on a giant scale, the public accountant 
has an exceedingly difficult task to satisfy himself as to the reliability 
and adequacy of the statements he is asked to certify. The internal 
auditor also faces a most challenging assignment if he is to provide 
management with the information it needs for the most effective control 
of operations. The internal auditor in no way displaces or serves as a 
substitute for the services of the public accountant, nor can the latter 
possibly perform the functions of the internal auditor. 


NEW ASPECTS OF INTERNAL AUDITING 


With this picture of the development of internal auditing as a 
backdrop, it is not difficult to distinguish the new and old ideas contained 
in the Statement of Responsibilities issued by Tue INstiruTe. 

The most progressive of present-day internal auditors are more 
concerned with the appraisal of operating departments than with ques- 
tions of financial statements and accounting records. They are finding 
that management exhibits greater interest in an internal audit report 
summarizing the purpose, character and performance of a particular 
organizational unit than it does in an audit report giving assurance 
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that the accounts receivable balance in a recent financial statement was 
properly substantiated by the detailed accounting records. 


The audit programs being established by the most progressive 
internal auditors no longer follow the balance sheet sequence carried 
over from public accounting. Rather than outlining his work for the 
coming year in terms of the audit of cash, receivables, inventory, etc., 
the progressive internal auditor will list such audit projects as the 
appraisal of the company’s purchasing policy and the calibre of the 
work being done throughout the departments existing to carry on that 
function. 


The up-to-date internal auditor will be found reporting to a major 
executive whose authority is sufficiently broad to assure that full con- 
sideration will be given to audit reports concerning any phase of opera- 
tions. 


This modern internal audit staff will not dissipate its resources by 
participating in routine operations: It will not, for example, perform 
the task of reconciling bank statements, although it might on occasion 
conduct an investigation to determine whether such work is being prop- 
erly performed by line personnel. 


The progressive internal auditor will make available to his com- 
pany’s public accountants copies of internal audit reports, and will coop- 
erate fully with them, but will never look upon his own work as being 
a substitute for or an extension of public accounting. Regular internal 
audit projects will be in progress throughout the year. Members of the 
internal auditing staff will be engaged in the performance of the inter- 
nal audit program and will seldom be available to perform routine 
work incidental to examinations by public accountants. 


Finally, the internal auditor who is truly pioneering in this field 
may well be questioning whether he has not in the past devoted an 
excessive portion of his time to the evaluation of internal controls over 
accounting and financial matters. . If the development of internal audit 
ing is attuned to the rendering of maximum service to management in 
achieving efficient administration of operations, then it would seem to 
follow that internal controls to be evaluated will in large part be found 
in operating departments rather than in accounting processes. 
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5 igus INSTITUTE is only a little over seven years old, yet it has had a 
most remarkable and unrivaled growth; a development and expan 
sion that few professional organizations can match. Considerable 
impetus was given to this meteoric growth by the pent-up need for an 
association such as we organized in December, 1941. Furthermore, the 
war years created many conditions that emphasized the need for 
internal auditing and spot-lighted its utility as an instrument of man- 
agement control. And last but not least, our publications, conventions, 
research, and educational activities have made management, educators 
and the public generally more conscious of the utility of internal audit- 
ing and its rising importance as a means of effective control. As a 
consequence, more and more is expected from us; and that “more and 
more” is expected to be of professional quality. 


We have set a standard for ourselves that demands professional 
practice and not mere clerical performance. We must be sure that 
we are fully measuring up to that standard. We cannot afford to rest 


on our oars and coast along on an education and experience that was 
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adequate to discharge the duties and responsibilities of clerical auditing. 
To make professional internal auditing a reality we must give it all we 
have and some more; and it is this “‘some more” that I want to discuss. 


MEMBER EDUCATION 

Prior to the organization of Tue INstrruTe there was not a school 
in the country that offered a course in professional internal auditing. 
Nor were there any text or reference books published from which one 
could learn about the practices and procedures of internal auditing. 
Dr. Brink’s book published in 1941 was the first material to become 
available. Except for The Internal Auditor, our Conference papers, 
and Chapter meetings, we have had little material with which to further 
our study of internal auditing. 


However, it is encouraging to note that our colleges are becoming 
highly interested in working with us to correct this condition. In 
response to about one hundred letters which I sent out to a selected 
group of universities, I have received to date approximately sixty replies 
indicating that a course in internal auditing was under consideration. 
As these courses materialize, members, juniors and students will be 
provided with an opportunity to acquire a systematic training of college 
grade. 


Through efforts of National Headquarters and local Chapters, 
several colleges have already introduced courses especially arranged to 
train and develop internal auditors. In addition, The International 
Text Book Co. has just published a book entitled “Basic Internal Audit- 
ing” by John Thurston. It is a book you will need for study along with 
other available material. 


Due to the lack of courses and reference books in the past, I feel 
it is safe to say that there has been little uniformity in our concepts, 
training and experiences. Our individual understanding of internal 
auditing, its scope and duties, extent of responsibilities, and standards 
of practice have naturally crystalized around the type of practice pre 
vailing in the companies with which we have been associated. While 
INSTITUTE meetings and publications have reconciled most of our dif- 
ferences in philosophies and techniques, and we are in general agree 
ment with current concepts, I feel that there still exists a need for 
improving our services to management; and any improvement in this 
direction can only come about by improvement in membership ability. 


National Headquarters is doing all it can, within its limited means, 
to facilitate membership education. I feel that each Chapter should 
get behind this effort, and develop and encourage study groups or 
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courses at local colleges in order that their members may be provided 
with an opportunity to improve their skill. Going one step farther, I 
feel that each individual member, of his own accord, should seek out 
ways and means to expand his knowledge and general ability; a well 
organized reading course would go a long way toward attaining this 
objective. This problem of education is a tri-party responsibility— 
National, Chapter and Member. 


MANAGERIAL PERSPECTIVE 


Undoubtedly there is plenty of need for improving our auditing 
policies, procedures and general techniques, but the greatest need, in 
my opinion, is for a better knowledge of the many business functions 
and their objectives; a more intimate knowledge of the many ramifica- 
tions of our own particular company; and the determining of ways by 
which we may render a more helpful and constructive service to our 
own management. To render no more than a protective service places 
one right back in the old clerical type of auditing with a limited value 
on his services. Managerial internal auditing stresses the rendering 
of constructive services. To do this one must be thoroughly familiar 
with all functions of business, the objectives of these functions, and a 
complete understanding of the policies, procedures and routines estab 
lished by management. To be able to review and evaluate business 
activities from management’s point of view, means that the auditor must 
take a greater interest in management problems and their solutions. 
I’rom my observations and experience I am firmly convinced that our 
number one problem, in respect to member education, is the develop- 
ment of a managerial perspective and understanding. 


Report WRITING 


Our number two problem, as I see it, is to improve our method of 
reporting. We expend a lot of time and effort to develop valuable 
information for management’s use. Unless we can present that infor- 
mation in a clear-cut and effective manner, we not only fail to serve 
management to the fullest extent, but we are apt to develop a doubt as 
to our professional qualifications. 


A report is a communication of information or an opinion; and 
words are the tools by which such information is conveyed. Unless 
we can skillfully use these tools, we cannot effectively communicate 
the ideas we want to convey. One needs to be well grounded in the 
fundamentals of rhetoric to write good composition. He also needs an 
extensive vocabulary and a store of rich synonyms quality nouns, 
colorful adjectives and dynamic verbs. 
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The very nature of the auditor’s work makes him a critic, and if he 
does not watch the style of his reporting, he is in danger of drifting 
into the use of phrases that carry much harsher connotations than 
intended. It is well to remember that any critical comment that affects 
the reader will be interpreted with far greater emphasis than the writer 
generally intends. 


HuMAN RELATIONS 


In discussing member education we cannot afford to overlook the 
importance of developing good contact ability. There are few posi- 
tions in an organization where good contact ability is more important 
than it is to the auditor. His work naturally brings him into contact 
with all strata of management and line employees, from the president 
down to the office boy. He must be pleasant, tactful, diplomatic, cour- 
teous, accommodating, patient and possess many similar personality 
qualities. He must be a good “human relationist.” 


Over the years there has been built up in the minds of many, 
particularly the clerical group, a feeling that the auditor was a spy 
for brass hats; a snooper who was always looking for a chance to “pin 
something” on somebody. To overcome this biased opinion of auditors, 
we must prove through our contacts and relationships with the clerical 
force and others, that the modern internal auditor is not that type. We 
must supplant that conception with one of service and helpfulness. 


WorkKING PAPERS 


Working papers are one of the subjects that offer a fertile field 
for improvement. The skillful practitioner makes comparatively few 
working papers; but each and every paper has a very definite purpose. 
Time spent in preparing unnecessary or useless working papers is just 
so much time denied to real productive auditing. Therefore, working 
papers should be objectively planned and only those that are required 
for historical purposes or are necessary to accomplish the audit purpose 
and substantiate the report should be prepared. 


Improvement in the qualitative character of working papers is 
not only important from the standpoint of increasing their utility to 
the internal auditor and his company, but also for the benefit of the 
company’s public accountants. The public accounting profession has 
been a staunch supporter of our profession. When the internal auditor 
has been endowed with proper independence, has exemplified a high 
degree of skill, and has developed adequate working papers to support 
his audit coverage, the public accountant will give the auditor’s work 
due consideration in laying out his own program. High grade working 
papers, intelligently annotated and made available to the public 
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accountant will facilitate his work and encourage confidence in the 
integrity of the company’s records. 


SAMPLING 


Any program established for member education should provide for 
training in the art of sampling and test-checking. This important func- 
tion is all too often performed on an haphazard basis rather than being 
scientifically and professionally determined. There is no other audit 
technique that will reflect more quickly the auditor’s degree of pro- 
fessional ability than his method of sampling or test-checking. 


JUNIOR EDUCATION 


Over the past five years I have visited a large number of our Chap- 
ter areas, and it has been interesting to note the varying viewpoints in 
respect to junior members; some have a relatively large number of 
juniors, while others have very few. Some have developed strong 
junior training programs and others have done nothing in this respect. 
I feel we now have arrived at that point where we must develop some 
concrete plan for meeting a very real need. 


The junior of today will be the member of tomorrow. To main- 
tain a healthy and progressive organization we must develop our 
juniors to carry on as we step down from administrative positions. We 
also have a responsibility to our respective companies to develop our 
juniors so that we may have a strong and effective staff; and also to 
provide experienced seniors to cover any transfers and replacements 
that may occur. 


Granting that a junior training program is desirable, we are faced 
with the problem of determining how it is to be provided. Up to the 
present time it has, of necessity, been a staff project, since no internal 
auditing courses were being offered by any of our educational institu- 
tions. Within the last year or two several of our Chapters have inaug- 
erated study groups to help meet this pressing need. Other Chapters 
have gone a little further by cooperating with local colleges in develop- 
ing semester courses. In such cases the colleges provide the facilities 
and members from local Chapters supply lecturers to handle the sub 
jects covered. In a few instances the colleges have provided professors 
to present the basic theory, while guest lecturers from the Chapter 
membership supplement them with case histories. 


For the benefit of juniors who are unable to obtain resident class 
instruction, there is an extension course offered by the International 
Accountant’s Society. This is an excellent home study course and has 


been reviewed and approved by Tue Instirute. My personal evalu- 
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ation of this course is such that I recommend it to all of my staff mem- 
bers; and for junior members it is a requirement. 


A staff library is another method of providing material for advanc- 
ing the ability of juniors. I have a staff library of several hundred 
selected books that are available on a regular lending library basis; and 
our staff members, both juniors and seniors, are strongly urged to use it. 


A systematic series of staff conferences is another method of pro- 
viding junior training; and a project of this nature can be tied in with 
assigned reading from the staff library. 

I feel that there will always be a need for a certain amount of 
staff or on-the-job training, but the theory and fundamentals are more 
properly the responsibility of our educational institutions; and I hope 
this part of junior training will soon be available in all of our prin- 
cipal locations. However, until such time as regular college courses 
are available, the training of juniors will have to be handled largely 
by staff training programs and Chapter study groups. 


INSTITUTIONAL EDUCATION 


I would now like to discuss briefly the subject of Institutional 
Education; and I want to attach a little different connotation to this 
subject than you might infer. I want to sum up under this title some 
of the many educational projects that need our attention, particularly 
as an organized group of professionals. 


MANAGEMENT 


First, we must continue and expand our efforts to acquaint man- 
agement with the utility of internal auditing. We must avail ourselves 
of every opportunity to educate management to the distinction between 
clerical internal auditing and professional or managerial internal audit- 
ing. ‘To accomplish this we should see that as wide a distribution as 
possible is given to our official statement “The Responsibilities of the 
Internal Auditor.” Copies of Conference papers and other good articles 
on internal auditing should also be channeled to management's atten- 
tion, many of the latter to be found in our Quarterly, The Internal 
Auditor. 


Pusiic ACCOUNTANTS 


Our second educational project deals with our good friends, the 
public accountants. So far as they are concerned, we do not have much 
of a problem because wherever we have a Chapter most firms have 
taken associate memberships. Naturally they are familiar with our 
objectives, qualifications, limitations, and other good and bad points. 
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The only educational problem we have is to expand our associate mem- 
bership so that we may have a wider contact and a greater exchange of 
views on matters of mutual interest. A closer relationship will natur- 
ally develop mutual confidence and respect that will facilitate our work- 
ing relations when we meet on the common ground of company audits. 


We have a deep responsibility to the public accountants for the 
policing of our companies’ systems of internal check, policies, procedures 
and other basic controls; and also to facilitate in every possible way the 
carrying out of their engagements for our companies. 


OTHER PROFESSIONAL SOCIETIES 


Our third institutional project is to educate other technical busi- 
ness groups in respect of the changed concepts of internal auditing, and 
as to ways and means by which we can be of assistance to them in their 
fields of endeavor. 


SCHOOLS AND UNIVERSITIES 


Our fourth project is to educate our schools and universities to 
the very real need for appropriate courses in internal auditing. And 
while we are making very good progress in a realization of this objec- 
tive, our efforts can be accelerated if each Chapter and each member 
will get behind this drive. 


Case Histories 


There is only one real source for good case histories; and that is 
our membership. This is one project that provides an opportunity for 
each and every member to share in. If you have any feeling or doubt 
about your ability to put one or more of your experiences into case 
history form, all you have to do is to present the facts in your own 
words, and let the Educational Committee do the editing. This project 
does not call for use of company names or the identification of individ- 
uals or any other personal or confidential data. It is the incident, the 
problem or the case that we want. I wish each member would take it 
as his own personal responsibility to develop at least one case history 
dealing with some internal auditing situation. 


CoNCLUSION 

If we are to continue to enjoy the same degree of success that we 
have during the past seven years, and are to widen and hold our pro- 
fessional prestige, we must expand and strengthen our educational 
efforts in the member, junior and institutional fields. 
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N my opinion the primary function of a purchasing department is the 
procurement of material on the basis of price, service and quality. 
As you know, and you may have your own company in mind, the 
purchasing department in many companies does many other things. 
For example, it may receive and approve invoices for the purpose of 
comparing them with purchase orders. In a good many cases the 
responsibility for the determination of quantities to be bought is the 
duty of the purchasing department; in other companies this may be 
the function of the materials controller, or the works storekeeper. The 
internal auditor should have a thorough knowledge of the scope of 
authority of the purchasing department before starting the audit. 


AUTHORITY OF PERSONNEL 


The first point which the internal auditor should consider after 
reviewing the organization is the authority of those individuals who 
are involved in the purchase of ‘material. What is the authority dele- 
gated to the respective buyers and other members of the purchasing 
department? Many of the larger companies have purchasing manuals 
covering policies and procedures and, where such a manual is available, 
the auditor’s task is materially simplified by becoming thoroughly con- 
versant with the contents thereof. 


AUTHORITY TO REQUISITION 


The auditor should make test-checks of the requisitions emanating 
from various departments to determine that they are properly author- 
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ized before being placed with the purchasing department. These requi- 
sitions may be signed by the materials controller or storekeeper or 
they may be signed by certain plant executives; but in any case the 
auditor should make sure that all requisitions have the proper approvals. 
Particularly where capital improvements or expeditures are involved, 
most companies require approvals on the requisition in addition to those 
sufficient for ordinary purchases, and the auditor should see that such 
requisitions have the additional approvals required. 


COMPETITIVE BIDS 

The next step in the course of the auditor’s review is to check the 
procedure with regard to obtaining sources for the purchase of material. 
The auditor should check the buyers’ records to see if more than one 
source is investigated before placing orders and what steps the buyers 
take to investigate these sources. The auditor should see whether 
purchase orders for any particular item have consistently been placed 
with one source over a long period of time. It may be an indication 
that favoritism is being shown, or it may be an indication that the 
buyer is not doing his job efficiently. It also is well for the auditor to 
see how many purchase orders are being placed “at best prices and 
terms.” This may be an indication that the buyer is not performing 
his proper duties and has become nothing more than an order writer. 


Another record which I believe should be available in the purchas- 
ing department is that which shows the amount of business given to 
each supplier over a period of time. This information can be a handy 
guide for the purchasing department, and particularly should serve 
when suppliers make complaints that they are not getting their portion 
of the business. The auditor can make good use of this record when 
making his audit, looking for those examples where it might appear 
that vendors were getting an abnormal amount of business. Another 
important check is to review a list of payments to each vendor to see 
if there have been payments of identical amounts, for here has been 
a favorite field for embezzlement — the issuance of duplicate checks. 


Quite often in a large organization purchase orders are issued for 
shipment of material to another company for further processing before 
delivery. In cases of this kind, it is important for the auditor to 
determine whether adequate controls are provided to assure return to 
the company of an equivalent amount of materials purchased, taking 
into consideration the additional processing. A company may supply 
capital equipment to a processing company, which calls for similar 
caution to be sure that such machine equipment is properly accounted 
for. 
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The next major consideration in the audit of a purchasing depart- 
ment is checking the prices paid for materials. The auditor should 
question whether the source recommended or decided upon by the pur- 
chasing department was the best from the standpoint of price, service 
and quality. He should check to see whether the price accepted was 
the lowest bid, and if not, why not. He should see that bids are sub- 
mitted in writing. At times the buyer may receive telephone bids, but 
he should always insist that confirmations be sent to the company. The 
auditor should also check the bids to determine whether certain com- 
panies are submitting bids which are consistently “just below” any of 
the others, and pay special attention to the dates when the low bidder 
submitted his quotation in relation to the other bids. 


In connection with the problem of competitive bids, some com- 
panies have found it advantageous for departments other than the pur- 
chasing department (for example, the accounting department) to 
receive these competitive bids and register them before they are for- 
warded to the purchasing department. 


If the auditor becomes suspicious of any irregularities or collusion 
between buyer and vendor, he is faced with a difficugt decision as to his 
responsibility for further investigation. In ni tren further 
investigation should be made only with the consent .. top management, 
at which time a program of procedure should be decided upon. 


The auditor should also keep in mind the trend of the markets. 
He should observe whether contracts, for example, in the face of declin- 
ing markets, are being placed for extensive periods. If prices are declin- 
ing generally, he should note whether the purchase orders being placed 
are following the same trend, and whether current contracts are being 
adjusted downward. 


In the case of large companies where the actual ordering of mater 
ial may became a tremendous burden on the purchasing department, it 
is the custom to delegate some of the authority for the purchase of 
material to individuals, such as a works buyer or a storekeeper, at other 
company locations. In these cases the auditor should see that the 
purchasing department has given the plants sufficient information with 
respect to sources and prices so that the local representatives can buy 
in accordance therewith. The purchasing department should have 
copies of all purchase orders placed locally, and it should be the duty 
of the auditor to test-check these local purchase orders to see that the 
prices and sources are in accordance with the purchasing department's 
recommendations. 
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For proper control, the receiving department should be separate 
and distinct from the management and personnel of the purchasing 
organization. The auditor should watch for the possibility of irregu- 
larities in requisitioning services and small items, which may be deliv- 
ered by the suppliers directly to the requisitioning department. In one 
instance the chief of a small department requisitioned photographs at 
various times and approved the vendor’s invoices for payment. An 
investigation proved that the vendor’s invoices had been printed by the 
employee: under a fictitious mame, and checks in payment of such 
invoices had been mailed to the address on the invoices, which turned 
out to be his home address. 


ECONOMICAL QUANTITIES 


In some instances, the purchasing department may assume com- 
plete responsibility for the obtaining of certain materials, even as to the 
quantities to be ordered, and I think the auditor in these instances 
should check to see whether the purchasing department has sufficient 
information to be able to buy efficiently. For example, such informa- 
tion might include reports from the various plants with regard to bal- 
ances remaining to be shipped on previous purchases, amount on hand, 
current rate of consumption and other information of this nature. 


No audit of a purchasing department would be complete without an 
examination of requisitions to determine the extent of so-called “rush” 
or “emergency” orders. If these are found to be numerous it is usually 
an indication that the plant organization is not functioning efficiently 
as to the anticipation of needs. Investigation should also be made to 
determine whether materials are being received in advance of the date 
of issuance of purchase orders. A condition of this kind will result in 
difficulty and confusion in receiving, inspection, and in handling ven- 
dors’ invoices. 


In connection with quantities ordered, the auditor might well spend 
some time in checking to see whether orders are being placed in quan- 
tities which result in the most economical price. For example, I know 
of an order for 19 tons of pipe which entailed a 25% price premium due 
to it being less than a carload lot and, by increasing the order one ton, it 
actually cost $275 less than ordering the smaller quantity. In the case 
of companies where similar material is being shipped to several loca- 
tions, the auditor should determine whether .savings would result 
from the pooling of orders. 


PROTECTION OF FORMS 


The supply of unused purchase order forms should be properly 
safeguarded against the possibility of falling into the hands of outsiders 
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who might issue them in the name of the company, obtain materials, 
services, etc., for personal gain. 


RELATIONS WITH OTHER DEPARTMENTS 


Another important phase of an internal audit of the purchasing 
department should be inquiry into the relation of this department with 
others in the company. The purchasing department should have a close 
relationship with the engineering department. In instances where the 
engineering department specifies a particular product, the purchasing 
department may find by studying the problem it can develop sources 
for a similar product, which, although not exactly the same, may be less 
costly or more readily available. If so, the relationship between the 
engineering and the purchasing departments should be such that the 
purchasing department*can consult with the engineers and advise them 
where a change in specifications would save the company money. The 
auditor should see whether the purchasing department is making use 
of all the information available to it from other departments and sup- 
pliers, such as changes in material specifications and substitutions, 
which might effect economies. 


One important internal control that is gradually gaining recog- 
nition in some of the larger companies is that afforded by the “value 
analyst.” The function of a value analyst is to select purchased articles 
from stores or assembly lines, determine the supplier’s name, and make 
a careful study as to its value on the basis of such considerations as 
weight, machine tooling, content, engineering, or need for the particular 
item in question. In many instances, the value analyst has been able to 
prove to the purchasing, engineering and manufacturing departments 
that an identical article can be obtained from other sources at a more 
favorable price or that the article can be modified from the original spec- 
ifications and serve the purpose just as well at substantial savings in cost. 
If the vendor supplying the part is apprised of these facts, he is also likely 
to exert himself to reduce the selling price. The auditor, of course, will 
appraise the effectiveness of the value analyst before accepting his work 
as an effective control. 


The purchasing department, of course, should have close relation- 
ship with the sales department in view of the fact that in a good many 
cases a company will be buying from and selling to the same vendor. 
I think it would be well for the auditor to review any such arrangements. 


The purchasing department could profitably consult the credit 
department at times, particularly where the vendor from which the 
material is to be obtained has a doubtful financial standing. You prob- 
ably have all had examples where material has been ordered, paid for 
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and then found not satisfactory, with no redress on the part of the com- 
pany when the time came to obtain an adjustment. 


CONCLUSION 


In the foregoing, I have not attempted to set up any standardized 
procedure; rather what I consider to be the principal factors to be con- 
sidered in the audit of a purchasing department. When we recognize 
that this department has at its disposal a tremendous amount of capital, 
I believe we can see that it is an important field for audit survey. I 
have given my conception of the essential functions of the purchasing 
department and what might be done to audit them. I trust that it may 
provoke thinking which may enable anyone to apply these general con- 
siderations to the particular problems in his own company. 


THE OUTLOOK 


Despite world unrest, the frontiers of the future lie invitingly 
before us. They stretch to fabulous horizons of scientific and tech- 
nological discovery—all holding promise of contribution to the national 
welfare. But these frontiers of tomorrow call for bold enterprise—for 
optimism, for the united effort of industry, labor, agriculture and 
government. In the mounting miracles of science, in the rapid advances 
of technology, lie the foundations for almost countless new industries 
and for far swifter social progress. This promise of progress is daily 


taking more definite shape and clearer form, as it shakes free of the 


post-war mists. 


Earu O. SHREVE 
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NEW PHILOSOPHY HAS BROADENED SCOPE OF 
INTERNAL AUDITING ACTIVITIES 


HE evolvement of the old “policing” philosophy of internal auditing 

to the modern “managerial” concept has naturally broadened the 
field in which internal auditing may be applied. This widened and 
more constructive concept opens new frontiers in the area of manage- 
ment service. And those pioneers within the profession who foster it 
must pursue some creative thinking about the development and applica 
tion of auditing techniques—techniques that will be useful in meeting 
their added responsibilities. There are a number of fundamental factors 
to be considered in applying internal auditing most effectively for the 


*Given at the University of Tulsa Accounting Conference in May, 1948, by Dr. 
Fladger F. Tannery, and at the First Annual Louisiana Accounting Conference in 
October, 1948, by Mr. O. L. Luper, 
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management of a modern business organization. These influencing 
factors are: 


1. The nature of a company’s operations and its organizational 


plan; 
2. The requirements that exist for internal auditing; 
3. The allocation of auditing activities within the organization; 
4. The objectives to be gained from internal auditing; 
5. The audit coverage to be obtained; and 


6. The development of auditing methods and procedures. 


We will explain how we think these matters affect the application of 
internal auditing within an oil company. It will be apparent, however, 
that the principles discussed are applicable to a large degree in any other 
industry. As a matter of fact, the varied activities of an integrated oil 
company present auditing problems common to many other manufac- 
turing and distribution industries. 


The oil industry exists to provide petroleum products for countless 
necessities of our machine age. Its task is to find and produce oil and 
gas; to transport it to refineries for processing; and to distribute the 
finished products to consumers. Over 34,000 small and large operators 
compete with each other in the efficient performance of some or all of 
the phases of this work. Probably internal auditing is carried on to a 
much greater extent in the integrated units that engage in all branches 
of the industry. It may be of value, therefore, before proceeding further, 
to review briefly some of the matters which the management of one of 
these integrated oil companies might consider in determining whether 
a need exists for internal auditing in its company. 


Two key factors, of course, are the personnel strength of the com 
pany and the complexity of its physical operations. If the number of 
employees is sufficient to cause top management to delegate to lower 
levels its responsibility for the administration of personnel, the direction 
of first-line supervisors, the authorization of expenditures, the custodian- 
ship of properties, and the quality control of products or services, then 
some agency of management control is desirable. Two other conditions 
inherent in integrated oil companies that create a need for internal 
auditing are the diversity of activities and the wide geographical area 
over which operations are conducted. These conditions require the 
decentralization of authority and make more difficult the coordination 
and follow-up by managing executives at the home office. Finally, the 
success of an oil company depends, to a great degree, on the good will, 
patronage, and support of thousands of employees, the general public, 
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and various governmental agencies. Internal auditing used as one of 
the means to observe, appraise, and report on the manner in which each 
of these groups is served, may be of material assistance in preventing 
situations unfavorable to the success and reputation of the company. 
Probably it is safe to say that a modern internal auditing service can 
be advantageously established whenever an organization has grown to 
a size that makes it impossible for management to be informed promptly 
of deficiencies in the performance of any important function. 


OPERATING CONDITIONS THAT SHAPE INTERNAL 
AUDITING REQUIREMENTS 


We think that a discussion of the application of internal auditing 
should proceed along practical rather than theoretical lines. We will, 
therefore, outline how internal auditing is adapted to the needs of our 
company. Although we have not made a survey of the industry, we are 
aware that other companies may follow alternative plans for the per- 
formance of this function, and we shall note these variations wherever 
possible. To begin, we will review briefly the operating and organiza- 
tional characteristics of this company, for these definitely shape its 
requirements for auditing service. It is a widespread organization con- 
ducting exploration, development, and production operations in the Gulf 
Coast area and on the Southern Continental Shelf. These operations 
include the activities of geological and geophysical exploration work, 
scouting and leasing activities, the development of oil and gas reserves, 
and the operation of natural gasoline plants. The company operates 
refineries and distributes finished products through bulk stations and 
retail outlets. In addition, a subsidiary company handles the movement 
of crude and finished products through a statewide network of pipe 
lines. Each of these major activities has been made the responsibility 
of an operating department with a separate and complete accounting 
office for each department. Naturally, these major operations require 
numerous administrative and service departments, and among these are 
the law, treasury, comptroller’s, industrial relations, purchasing, traffic, 
and research organizations. 


The executive and departmental managements who formulate 
major policies and provide over-all planning and direction of operations 
are located in the general office. With the exception of one large 
refinery, the accounting and financial activities are centralized in the 
general office. All accounting and financial records and reports are 
maintained or prepared in this office, including the preparation of bill- 
ings to customers, the handling of credits and collections, the processing 
and payment of payrolls, the filing of tax returns. and the costing and 
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control of inventories. Most other large companies covering a wider 
area have found it necessary to decentralize much of the routine 
accounting work to regional or area offices. Similarly, our company 
has decentralized the control over its physical operations to intermediate 
management levels located in various classes of field offices. 


SUMMARY OF THE NEEDS FOR INTERNAL AUDITING 


What requirements for internal auditing are produced by an 
operation of a nature just described? Of the need for periodic or con- 
tinuous examinations of the accounting and financial records of six 
departmental accounting offices, the comptroller’s office, and the treas- 
ury offices, there can be no doubt. No question will be raised either 
as to the necessity for regular and complete appraisals of the system of 
internal control. From long established practice, those with whom funds 
and other properties are placed for use or safekeeping understand that 
their accounting for these assets is normally subject to verification by 
audit. 


Another auditing need results from the constant development work 
and expansion of productive facilities that is inherent in the industry. 
Much of this work is done on a cost-plus-fixed-fee basis. Consequently, 
provision must be made for the examination of the accounts of contrac- 
tors as well as those of joint operators. 


Probably one of the most time-consuming auditing assignments in 
an oil company is the audit of both bulk and service stations, usually 
termed “station auditing.” Station audits are designed principally for 
the verification of sales, cash receipts, and inventories; for the survey 
of physical equipment, safety and sanitary conditions; and for review- 
ing merchandising practices. 


For the purpose of emphasis, we have intentionally delayed men- 
tioning the importance of providing for constructive analyses and 
appraisals of the procedures and results of administrative, service, and 
operating departments in both general and field offices. The procedures 
and work practices of these non-accounting and operating units, such as 
the purchasing, personnel, traffic, research, production, and sales depart- 
ments, have a direct effect on accounting results. The auditor’s skill 
with figures and his analytical ability for determining cause and effect, 
combined with the observations he has made of operating conditions, 


frequently enable him to suggest improvements resulting in reduced 
costs. 
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INTERNAL AUDITING UNIT ORGANIZED AS 
INDEPENDENT STAFF AGENCY 


The internal auditing organization of our company has been 
formed to operate as a staff agency. It has no shred of authority and 
exists only to advise and to make appropriate recommendations based 
on constructive analyses and appraisals. The auditing staff does not 
supervise the work of other employees and does not have responsibility 
for performing accounting routines or for prescribing methods and pro- 
cedures. This plan seems best for insuring that the viewpoint of the 
internal auditor will remain fair and impartial. These, too, are the 
reasons that have prompted us to relieve the auditing group of such jobs 
as the regular reconciliation of bank accounts and the pre-audit of dis- 
bursements, including those relating to payrolls and cost-plus contracts. 
We believe it is common for most oil companies to assign a representative 
of the accounting office of the producing department the responsibility 
for examining the accounts of other companies that develop and operate 
jointly owned properties. In some cases, this is also true with respect 
to the auditing for cost-plus contracts. In view of the substantial sums 
involved, the coordination that is sometimes required with other depart- 
ments, and a desire to obtain an independent review, these types of 
auditing have been placed in our company with the internal auditing 
staff. On the other hand, our station auditors work under the direction 
of the Chief Accountant of the Sales Accounting Office because these 
auditors must represent the latter in making settlements with, and giv- 
ing routine instructions to, bulk and service station agents. With this 
one exception, our internal auditing staff performs all of the services 
that are required to meet the auditing needs previously outlined. 


The General Auditor of our organization reports to the Comptroller. 
The independent status of the auditing staff is not jeopardized in this 
instance because the Comptroller does not directly supervise accounting 
activities. On the contrary, the latter has the authority to permit the 
auditors access to the records of the organization since the company’s 
by-laws make him responsible for the functional supervision of all 
clerical activities. Finally, the Comptroller’s relationship with the 
executive management enables him to provide the General Auditor with 
the guidance needed to make his work most useful to the company as 
a whole. 


APPRAISAL AND EVALUATION USEFUL IN 
ACCOMPLISHING OBJECTIVES 


Tue INnstiTuTe’s statement of responsibilities of the internal audi- 
tor is a forthright and courageous presentation of the objectives of the 
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profession, and is worthy of careful study by members of management 
as well as internal auditors. In general, we subscribe to the principles 
enumerated in Tue INst1TuTE’s statement and have patterned our activ- 
ities to assist the management in coordinating the performance of the 
organization with its objectives. These activities are both protective 
and constructive in nature and can be stated broadly as: 


1. Verifying the accuracy of accounting and financial data and 
measuring the reliability of related reports; 


bo 


Appraising the adequacy of the systems of internal check: 

5. Ascertaining the degree of the care indicated as necessary in 
the accounting procedures provided for the safeguarding of the 
company’s properties; 

4. Evaluating policies, plans, and procedures in terms of com- 

pliance and effectiveness; 


Or 


Appraising operating performances in relation to their effect on 
accounting and financial results. 


Attention should be given to the approach that is taken to be sure 
that these activities provide economic values. An intensive effort is 
made to indoctrinate each staff member with the advantages of com- 
plementing their analytical work with appraisals and evaluations. This 
latter element is made a characteristic of each auditing activity. and 
is all-important in attaining the constructive phase of our over-all objec- 
tive. 

Evaluations of policies, procedures, and employee work practices 
are based on appraisals of performances, and insofar as possible are 
made from the viewpoint of operating management. We have found 
that it is by this means that the thinking habits of our staff members 
can be shaped so that their ideas and suggestions will arouse the interest 
and respect of their associates outside the accounting organization. 


TAILORING THE AUDIT PROGRAM TO FIT 
THE COVERAGE NEEDED 


Experience has demonstrated to us the numerous benefits that 
are derived from an over-all audit agenda prepared each year. This 
annual program is designed to cover, over’a period of time, all the func- 
tional activities of the Company in the general and field offices. The 
coverage that is planned for any specific year is determined only after 
a careful review has been made of the area covered during the previous 
year, and after consideration has been given to the special auditing 
problems that may result from operations scheduled for the current 
year. Other factors that naturally affect the frequency of individual 
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examinations and surveys are the standard of employee performance, 
the effectiveness of supervision, the extent of internal check, and the 
nature of the activity and its relation to the accounting and financial 
results of the business. Care is also taken to coordinate auditing work 
between general and field offices so that physical operations may be 
observed and related to accounting entries that reflect these operations. 


It may be of interest and of some benefit to explain our over-all 
plan for complete coverage of all the company’s activities. This explan- 
ation should be prefaced with the remark that all of our auditing is 
done on the basis of selective tests since the volume of transactions and 
the degree of internal check make detailed audits neither economical 
nor necessary. 


First, the examinations are conducted annually of each of the 
departmental accounting offices and the Treasury Department. A 
yearly audit of these offices is thought desirable as a measure of internal 
control and because such assignments contain greater possibilities for 
coordinating internal auditing work with that of our certified public 
accountants. These audits are divided, where practical, into functional 
parts so that reports can be issued and prompt action taken thereon. 


Second, various activities performed by the operating departments 
in the general office are selected for review. These selections are not 
made on any regularly recurring basis. Instead, an attempt is made 
to choose those activities that involve a large volume of clerical work 
or are closely related to accounting functions. Over each five-year 
period, it is expected that all of the principal operating activities will 
be surveyed at least once. 


Third, surveys or examinations of all the principal administrative 
and service organizations are made in each five-year period. A few 
of these groups, such as the purchasing, traffic, and land, are placed on 
the agenda not less frequently than every two years because of the vital 
importance of these activities to the company’s operations. 


Fourth, the timing of audits of the field installations of several 
departments and the pipe line subsidiary is dependent on the over-all 
effectiveness and efficiency of the respective operations and the extent 
of auxiliary accounting records maintained. Naturally, the availability 
of auditing personnel is also a limiting factor. Examinations are made 
annually at each of the refineries because of the size of the operations. 
the large inventories required, and the maintenance of many of the 
detailed accounting records at these locations. Each of the field offices 
of the Exploration and Production Departments and the Pipe Line Com 
pany is covered in each two-year period. At some of these locations, 
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it has been necessary to make visits more often during periods when 
revised procedures were being installed. In the Sales Department. each 
of the bulk stations is covered in every five-year period, together with 
a few retail outlets selected at random. This work is coordinated so 
that it is performed in conjunction with the inspection by station 
auditors of the Sales Accounting Office. The station auditors, of course, 
visit each of these distribution points at least once or more often each 
year. In addition, the internal auditing staff audits each of the Sales 
district offices and warehouses each year. 


Fifth, a review is made each year of the company’s investment in, 
and the volume of, transactions relative to each joint operation. Based 
on this review, a five-year agenda is prepared covering audits of 
accounts of other companies who are drilling or producing joint proper- 
ties in which the company has an interest. These audit assignments 
will be scheduled on a one, two or three-year cycle, depending on the 
importance of the respective investments. There are a few of these 
interests where, because of the smallness of operations or of the com- 
pany’s investment, only audits at irregular intervals can be justified as 
economical. 


Last, ample provision is made in the agenda for all necessary cash 
and security counts, physical inventory tests, confirmation of accounts 
receivable, and special assignments that can be counted on to require a 
minimum of 10 per cent of the available staff time. 


This subject should not be closed leaving the impression that the 
audit agenda is inflexible and that it is always executed to the letter. 
All the good intentions embodied in the audit agenda are not always 
realized. It is often necessary to add or delete assignments for per- 
fectly good and sufficient reason. Nevertheless, an audit agenda is a 
prerequisite of sound staff administration. 


SOME ASPECTS OF THE TECHNIQUE OF THE 
MANAGERIAL TYPE OF AUDITING 


The methods and procedures to be applied in the accomplishment 
of the objectives of the managerial type of auditing have not yet been 
fully developed. Many companies have for years used manuals 
prescribing at least the minimum procedural requirements of the audit- 
ing staff. These manuals are usually quite complete and adequate for 
the protective activities related to the verification of accounting and 
financial records. In general, however, no attempt has been made to 
devise procedures for constructive auditing activities that would assist 
management in ascertaining whether non-accounting functions are 
being performed in the most economical and effective manner. This 
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limitation hardly could have been avoided, however, in view of the 
recent development of the concept on which this type of internal audit- 
ing is based. Moreover, it probably is neither possible nor desirable to 
prescribe, in all respects, the methods and procedures to be employed 
in the managerial type of auditing. This is because management itself 
has no fixed rules for solving its problems, and it is these problems to 
which the thinking and analytical processes of the internal auditor must 
be applied. An increasing volume of material on this subject is now 
beginning to appear in current accounting and auditing literature that 
will serve to improve the general standard of the profession’s technique. 
You may be interested, however, in some of the aspects of our internal 
auditing work that we consider important. 


PRINCIPLES AND POLICIES 


In each audit assignment, attention is given to the policies and 
principles established by our management. It is necessary to ascertain 
that these maiiers are being carried into effect and to evaluate results 
obtained in relation to those that were anticipated. Consideration is 
given also to organizational revisions, personnel reassignments, and 
changes in operations that may have rendered the application of certain 
principles and policies unnecessary or impractical. For example, an 
analysis of stock records of twelve field offices of one department indi- 
cated that a disproportionate amount of clerical effort was required to 
maintain stock records on items of low unit value. This study showed 
25 per cent of the total clerical effort was required to maintain records 
on items with a unit value of less than $1, representing only about 2.5 
per cent of the investment in warehouse stock. This condition obviously 
presented an opportunity for clerical savings that justified the reconsid- 
eration of a policy that detail stock records would be maintained for all 
items in stock. 


METHODS AND PROCEDURES 


The process of constructive analyses is also applied to current 
methods and procedures. Broadly speaking, this is a two-fold problem. 
First, procedures must be adequate for their purpose and must provide 
proper control. Second, procedures must be practical. To be so, they 
should be designed to meet only minimum requirements so as to avoid 
unnecessary clerical work, and they should be fitted to the organization 
harmoniously so that the flow of paper work will be as simple and as 
rapid as possible. A recent report of a survey of the medical division 
illustrates these points. In this office, certain data relating to non- 
disabling industrial accidents were accumulated in greater detail than 
was actually needed or used. Also, requisitions were being sent to the 
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purchasing department for medical and laboratory supplies that by 
necessity had already been purchased and received by the medical office. 
Subsequently, the purchasing department had to perform unnecessary 
paper work in the issuance and follow-up of the confirming purchase 
orders. 


PRACTICES 


The observation and evaluation of employee work habits is another 
fruitful auditing technique. Carelessness, misunderstanding, negli- 
gence, and disinterest are constant hazards to the more carefully planned 
procedures. A review of the purchasing department activities showed 
that the delivery dates specified by one department could not be met. 
On analysis, it appeared that the principal reason for this situation 
was that requisitioning practices did not anticipate requirements far 
enough in advance and allowed the purchasing department less than 
ten days to issue and mail a purchase order, prepare the order for ship- 
ment, and transport the needed goods to their destination. In another 
instance, a warehouse modernized its materials handling methods. In 
using pallets for storage purposes, dissimilar items were placed on the 
same pallet. In other instances, uniform quantities of an item were 
not placed on all pallets. Pallets loaded in this manner were then 
placed one on top of another and then block-stacked so that access to 
the center stacks was impossible. This practice made it extremely 
difficult to locate and identify stock for issuing or inventorying purposes, 
and contributed to numerous stock adjustments. 


LIAISON 


The very great extent to which our operations, like those of other 
companies, are decentralized, creates a special need for the internal 
auditor to perform a liaison service. We try to make this type of 
service a two-way communication between the departmental manage- 
ments in the general office and the supervisors and employees of field 
offices. On one hand, it is ascertained whether operating and adminis- 
trative instructions have reached, and are understood by, the necessary 
individuals. On the other hand, field problems are reported to appropri- 
ate members of the general office for study and decision. 


CooPERATION WITH THE PuBLIC ACCOUNTANT 


There is no doubt that there is a considerable amount of work that 
is duplicated by the internal auditor and the public accountant. The 
extent to which this duplication continues to exist will depend on the 
latter’s confidence in the technical ability, the professional bearing, and 
the independence of the internal auditor. Although it is not probable 


— 


ee 
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that this duplication will be entirely eliminated, it should be reduced 
as much as possible for reasons of economy and lessening of the incon- 
venience to operating and accounting personnel. As a step in this 
direction, all working papers and reports of the internal auditing staff 
are made available to our certified public accountants. The confirmation 
of accounts receivable and physical inventory tests are performed 
jointly. Each year, the public accountants suggest certain work that 
they would be willing to omit, provided our internal auditing staff would 
undertake the assignment. On occasion, staff members have worked 
under the supervision of our public accountants on voluminous detailed 
tasks. While there is much to be gained from coordinating the work 
of the internal and external auditors, it should be remembered that the 
internal auditor has a duty for constructive service to management that 
must not be neglected. 
CoNnDUCT OF THE INTERNAL AUDIT 

As in most all other endeavors, the human relations factor plays a 
substantial role in the success of internal auditing. It is safe to say 
that the auditor who cannot win the friendship, respect, and confidence 
of his associates will not be especially productive.* This is the reason 
why each of our audit engagements is begun with a conference with 
the head of the particular activity and sometimes attended also by the 
respective departmental executive or key supervisors. The objectives 
of the audit are reviewed at this time, and the supervisor is given an 
opportunity to offer any suggestions he may have relative to the audit. 
Above all, the auditing staff member attempts to convey the feeling 
that during the course of his work his attitude will be one of helpfulness, 
rather than of criticism. In all his contacts with accounting and oper- 
ating personnel, he must show the capability and the willingness to 
understand the other person’s point of view. At the conclusion of the 
engagement, such matters as exceptions taken to accounting entries, 
deficiencies in procedures, and weaknesses in work practices are dis- 
cussed with the individuals directly responsible. Such matters are 
then taken up with the appropriate supervisor, usually after a report 
has been drafted. In this way, misunderstandings can be clarified and 
a line of action agreed upon before the audit report is released. 


There is no future in the auditing profession for mediocrity — it 
is unfortunate that there has been so much of it reflected in audit 
reports. In this phase of his work, the internal auditor should never 
be satisfied until he has exerted his entire ability. Admittedly, this 





*The Carnegie Institute stated, after extended study, that an individual's success 
depended only 15% on his technical equipment, the other 85% depending wholly 
upon his ability to get along with others.—Ep 
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is also his most difficult job, for he must report unsatisfactory conditions, 
suggest corrective actions, and, at the same time, gain the interest and 
good will of the reader and incite him to take favorable action. There 
are no rules by which these things can be accomplished because each 
person to whom a report is addressed has a distinctive personality, and 
possibly a unique viewpoint. In practice, however, we do follow a few 
general principles. First, we try to make the report attractive to the 
reader by reducing the contents to essentials and omitting details of 
audit procedure and financial information available from other sources; 
by simplifying the reading by the use of plain language and by devel- 
oping the subject matter in a logical pattern; and by presenting the 
contents from the reader’s viewpoint. Second, an attempt is made to 
obtain favorable action by stating indisputable facts that give rise to 
the unsatisfactory condition or other matters referred to; by evaluating 
the resulting effects, in some statistical manner, if possible; by indicat- 
ing the cause; by suggesting a course of action — alternative plans are 
frequently included; and by stating the reasons for, or advantages of, 
the recommendations made. 


Our audit reports are addressed to the Comptroller. He in turn 
forwards copies or extracts to appropiate departmental executives with 
comments indicating his approval or other opinion. In a similar fashion, 
the departmental management sends the report to interested supervisors 
with a request for a reply as to the action that is taken. The Comptrol- 
ler’s staff maintains a follow-up for these replies which are reviewed 
upon receipt and returned to the internal auditing division. At the 
subsequent examination the staff member observes the action taken in 
order to satisfy himself that the matter may be closed, if that is possible. 


SUMMARIZING THE PRINCIPLES 


If we are to develop further the service function of internal audit- 
ing for management, we think it sound to reappraise periodically the 
approach we take to this work, as well as the methods and procedures 
employed. Or, in those companies that have not yet provided for 
internal auditing service, conditions may be such that it would be advis- 
able for the managements to provide for this type of control. In either 
case, acknowledgment of the principles that we have tried to cover is 
essential. These principles can be summarized as follows: 


1. The over-all plan for auditing service should give recognition 
to the company’s organizational plan and to the nature of its 
physical operations. 


to 


The effectiveness of the auditing function is in direct propor- 
tion to the degree of independence provided and the relationship 
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it has with top management. 


5. The processes of appraisal and evaluation must be applied to 


all auditing activities in order to raise the usefulness of internal 


auditing to its highest level. 


4. A constant alertness to the development of an improved tech- 
nique is necessary to meet changing operating conditions. 


WHO PROFITS FROM 


Many 


ent system are 


of the objections to our pres- 
based on fallacies. Let 
For half a 
century, soap-box orators, wily subver- 
but misled 
reformers have spread the completely er- 


us examine a few of them. 


sives, and well-meaning 
roneous idea that workers get the small- 
est share of the income which manufac- 
that the owners 
amounts. Actually, 
out of every dollar of sales made by a 


turing produces and 


receive fabulous 
manufacturer, 47 cents go for materials 
and supplies, of which 35 to #4 cents 
go to the workers who produce those 


materials. Nine cents go for taxes of 
which four cents are paid to government 
employees Six cents for deprecia- 


tion, maintenance, repairs, and interests; 
two cents for advertising, and one cent 
for research. That leaves 35 cents from 
the sales dollar of which the employees 
29 cents. The remaining six cents 
ire profit of which three cents are set 


get 


aside for tomorrow's jobs by reserves to 
buy new machines and to expand plants. 
The remaining three cents are paid to 
stockholders. who are the owners of the 
the tools. and the 


machines, factory 


buildings. 

“All told, approximately 85 cents out 
of every dollar of sales by manufacturers 
go for salaries and wages. 


AMERICAN BUSINESS? 


“Stymied in that argument, the critics 
then turn their guns on the three cents 
that go to the owners. 
that American 
owned by a mere handful of individuals 
they the 
Actually, some 14 million people own 


They give the 


impression business is 


Here again, must face facts 


shares in American industry; workmen, 
teachers, grocers, bus drivers, and many 
others who and invested 


have saved 


their money. These securities are much 


like promissory 


notes; receipts, if you 
will, for the money which the firms 
borrowed from these individuals and 


on which they attempt to pay interest 
in the form of dividends. 


“In addition to these direct owners 


of American business, there are 54 mil 


lion who have life insurance policies, 
and 50 million who have savings ac 
counts. All of these people are vitally 


the 
and profits of American business because 


interested in successful operations 
the insurance companies and banks in 
which they have deposited their money 
have, in of these 


funds in securities of American business. 


turn, reinvested most 


“Thus, it is apparent that the vast 
majority of our population receives di- 
rect or indirect benefits from American 
business.—Harvey S. Firestone, Jr., presi 
dent, Firestone Tire & Rubber Company 
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A NATIVE of Illinois, Mr. McKnight graduated from the University 
of Washington with a Bachelor of Arts degree, later taking graduate 
work at Northwestern University School of Commerce, Chicago. He 
joined American Steel Foundries in 1936, serving in various capacities, 
including those of Traveling Auditor and Works Auditor. He organized 
an Internal Audit Section under the Controller in the General Office in 
Chicago in 1947, his activities including the development of an Internal 
Audit program and the conduct of systems and procedure studies. 











HE “Package Audit” is a minimum audit of high spots on danger 
points in the procedures and transactions at the plants. It com- 
prises a group of four audits: petty cash funds, payrolls, materials and 
stores, and shipping and billing procedures. 
This outline will be in two parts: 
I. Company-wide historical and present-day factors that led to 
the development of the Package Audit. 
Il. The Package Audit itself. 
a. The general objectives of the audits. 
b. The scope, or what the audits are about. 
c. Scheduling of audit assignments. 
d. The use that is made of the audit manual. 
e. The type of audit reports. 
f. The organization of the internal audit section. 
g. The reasons why the Package Audit has proved an effective 
technique for a minimum audit program. 
I. Factors that led to the development of the Package Audit: 
A. Our business has become more complex; 
1. Since its formation in 1902 the company has more than 
doubled its productive capacity through enlarging exist- 
ing plants and acquiring others. 


bo 


Products have increased in variety. We once made 
only steel castings. Today we are in the machine tool 
business, and in the forging, machining and assembly 
business. 


*Paper delivered at a meeting of the Chicago Chapter. 
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Competition has increased. 

The increase in the power of labor unions together 
with resulting labor legislation has resulted in compli- 
cated rules for payment of wages, and has increased the 
number and variety of records and reports. 


B. The accounting division has felt the effect of the increase in 
complexity of the business: 


1. 


to 


A number of accounting activities have been, and are 
being, transferred to the plants. 

The requirements for internal auditing have increased. 
The Controller’s division was enlarged and an inter- 
nal auditing program is now being developed. 


C. The internal audit section required a minimum program 
for periodical plant audits: 


Ss 


to 


The responsibilities of the internal audit section have 

been largely shaped by two considerations: 

a. The number and variety of plant accounting func- 
tions which require continuous auditing has in- 
creased. 

b. Other activities require audits at irregular and usu- 
ally longer intervals. The operations covered by 
Package Audits are included in this category. For 
instance, a detailed audit of plant payrolls may be 
made at two-year intervals. 


A second factor is the frequent necessity of using the 
personnel of the section for other than purely auditing 
work. 

A third factor leading to the development of the Pack- 
age Audit is that to some degree the internal audit sec- 
tion is a training ground for other positions. 


II. The Package Audit itself: 


A. The Package Audit program has three general objectives: 


Ss 


Examining those systems of internal control which are 
designed to discourage and minimize fraud. 

Checking those computations which in total are sub- 
stantial in amount. 

Scrutinizing those transactions with outsiders in which 
a possibility exists of developing uneconomic practices. 


B. What the four audits in the Package are about: 
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The entire amount of the petty cash fund is accounted 
for, transactions are examined to make sure the fund 
is used only for business purposes, and procedures 
designed to prevent misappropriation are scrutinized. 


Payrolls are tested by looking for any short-cutting that 
may have crept into the system of internal check, by 
examining the means used to protect unclaimed wages 
against fraud, and by checking compliance with the 
principal rules for wage calculations. 


Materials and stores control procedures are examined 
to assure that responsible individuals have given con- 
sideration to the need for the purchase; that we pay for 
the quality and quantity of goods actually received; 
and that the goods are not diverted to other than 
company purposes. 


Since our income is largely derived through shipping 
goods, an audit is made in some detail to verify that all 
shipments are accurately and promptly billed. 


C. The schedule of plant visits: 
$. 


Two rounds of the plants are made per year at approxi- 
mately six-month intervals. 


The audits require two weeks at each plant, followed 
by an average of two days at the general office. 


This schedule is rarely interrupted. 

a. Interruption would unduly lengthen the interval 
between audits. 

b. Matters lying outside the Package Audit program 
are better handled through special assignments to 
other auditors. 


Allowing for holidays, vacations, and sickness, as much 
as 90% of the time of the staff auditors can be sched- 
uled in advance. 


Since the traveling job is irksome, assignments are 
staggered to avoid protracted absences from home ter- 
ritories. 


D. Standard Practice Instructions have been prepared by other 
than the Internal Audit Section in various forms for prac- 
tically all phases of the activities which are audited. The 
Package Audit is covered by a manual which is based 
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largely upon these instructions. Possibly the best way to 
describe the manual is to tell what it does for the auditor: 


1. 


9 


4. 


It helps him budget his time. 


It is a handbook containing the latest interpretations of 
and changes to instructions. 


It is a step-by-step audit program which tells him what 
to do next. 


It does away with the long-winded form of audit report. 


The audit reports are brief and prompt: 


1. 


The ideal audit report is one that states no error could 
be found. We have not quite got to this point yet. In 
general, the audit report is a statement of the error, its 
frequency, and the rule violated. Descriptions of pro- 
cedure are excluded from the report unless an exception 
is taken to them. Nor does the auditor describe what 
he did during his stay. 


Each of the four audit reports is mailed on the day the 
individual assignment is completed. For example, a 
petty cash fund audit is always made on the day of 
arrival at the plant and the report is in the mail that 
evening. 


Working papers are concise and few in number. They 
consist principally of standardized check lists designed 
to give the chief of the internal audit section an idea 
of the work done and to enable the staff auditor to avoid 
covering the same ground twice. 


The Internal Audit Section is divided into two parts con- 
sisting of those staff auditors regularly assigned to Package 
Audits and those having other assignments. A staff audi- 
tor assigned to the Package Audit must have three char- 
acteristics: 


1. 


He should have a good background of varied plant 
experience. We can teach a man to audit in a com- 
paratively short time, but it would be uneconomical 
to attempt to teach an individual the peculiarities of 
our business and at the same time train him to audit. 


He should have enough social skill to avoid being 
obnoxious. Since the Package Audit involves many 
contacts with individuals, the fellow who gets in every- 
























them. 
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The Internal Auditor 
body’s hair cannot do an effective job of auditing. 


The capacity to work effectively without direct super- 
vision, although more or less common to all types of 
auditing, is particularly needed when an audit team 
is on its own away from the general office. 


In conclusion, we feel that the minimum audit program 
encompassed in the Package Audit assures proper coverage 
with the maximum of economy: 


1. 


to 


Through developing a Package Audit team whose work 
is independent of the work of other auditors, the likeli- 
hood of interrupting the schedule of plant visits is less- 
ened. 


The manual has a strong influence on satisfying the 
minimum requirements for the audits. 


Through the division of the work of the Internal Audit- 
ing Section, and through the development of a specific 
program, we are assured of the maximum utilization of 
the efforts of the staff auditors. 


FROM THE "FAREWELL ADDRESS" 


It is our true policy to steer clear of permanent alliances with any 
portion of the foreign world; so far, I mean, as we are now at liberty 
to do it; for let me not be understood as capable of patronizing infidelity 
to existing engagements. I hold the maxim no less applicable to public 
than to private affairs, that honesty is always the best policy. I repeat 
it, therefore, let those engagements be observed in their genuine sense. 


But, in my opinion, it is unnecessary and would be unwise to extend 


—GEORGE WASHINGTON 


A COMBINATION SYSTEMS AND 
INTERNAL AUDITING DEPARTMENT* 


By EMIL V. KASMAN 
SYSTEMS ACCOUNTANT AND AUDITOR, 
STEWART-WARNER CORPORATION 





M.. KasMAN, a member of the Chicago Chapter, has been associated 
with Stewart-Warner Corporation for almost thirty-three years. After 
serving in various capacities, he organized the Systems and Procedures 
Department, which later was consolidated with the Internal Auditing 
Department. 











OST members are familiar with the view held by Tue INstiruTE 
that the function of Systems on the one hand and Internal Audit- 


ing on the other should not be under the direct responsibility of one 
individual. 


All of us have views and convictions which differ in some respect; 
and I should like to point out that whatever is said here should not be 
construed as an effort on my part to change THe INstITUTE’s concept 
in this regard. In my case I have, as a general rule, favored the merg- 
ing of these two functions, particularly in a manufacturing institution, 
under one individual, feeling that such an organization provides greater 
flexibility, affords as good if not better control and tends to eliminate the 
petty bickering and unpleasantness usually prevalent when the func- 
tions are under separate individuals. 


Apparently the principal argument advanced by those opposing 
the merging of these two functions under one individual is that it tends 
to perpetuate weaknesses since the Internal Auditor, if he is the Systems 
Accountant also, will be reluctant to admit weaknesses in a system 
which he previously prescribed. Admittedly, to a greater or lesser 
degree, depending upon the individual heading of such an organization, 
this hazard exists. However, there is no assurance that the same hazard 
is not also present when the functions are under separate individuals. 
And, under the latter organizational structure, if the Internal Auditor 
frequently discloses weaknesses in control in systems prescribed by 
the Systems Accountant, human nature being what it is, these men are, 


*Paper delivered at a meeting of the Chicago Chapter. 
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more or less, apt to be at odds. This tends to create internal friction 
which obviously is not conducive to good cooperation and a smooth-run- 
ning, hard-hitting organization, thereby making it difficult, if not impos- 
sible, to secure the kind of results that management has every right to 
expect. 


If the Internal Auditor is accepted as an appraiser of the efficiency 
of systems, as authority indicates he must be, it is not remiss to assume 
that it is absolutely essential for the Auditor to understand systems. 
Otherwise he may be incapable of disclosing the shortcomings of sys- 
tems to management. By the same token it is equally expedient for 
the Systems Accountant, if he is to prescribe methods providing satis- 
factory internal control, to understand the problems confronting the 
Internal Auditor. 


If this, then, can be accepted as a logical hypothesis, there does not 
appear to be any predominating reason which would make it undesir- 
able or impracticable to place these functions under the supervision of 
one individual who, so to speak, wears two “caps” — Systems Account 
ant on the one hand and Internal Auditor on the other. 


Originally, in my Company, the Systems function was under one 
individual and the Internal Audit function under another, with both 
men reporting to the Controller. However, during the latter part of 
1957 it was decided to merge both functions under the supervision of one 
individual. Thus Stewart-Warner has had the benefit of operating 
under both forms of organization and is in a position, therefore, to know 
from actual experience, the advantages and disadvantages of each. 


Our Systems and Internal Auditing Department is staffed with 
systems accountants and internal auditors. While it is perhaps true 
that the systems men excel in systems work and the auditors excel on 
audits, it is a fact, nevertheless, that the methods men are capable of 
performing the audit function and the auditors in turn are capable 
of installing methods. In our opinion this makes for good organization. 
It fosters coordination and cooperation between the groups since they 
are both striving and attempting to achieve the common objectives of 
efficient, economical operations that will provide suitable and adequate 
internal control. 


It is the responsibility of the auditor to protect the monies and 
properties by seeing to it that the controls, methods and procedures have 
been established which will discourage any effort by an individual or 
group of individuals to benefit through the diversion of the company’s 
assets. Unfortunately, there is no way to tell which employees can 


withstand temptation. Any one of several kinds of conditions, occurring 
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in the life of an individual, may make him dishonest. The auditor, in 
my opinion, must feel a moral responsibility to the employees to estab- 
lish controls and procedures so adequate that few, if any, will be tempted 
to try to profit at the expense of the company. Our internal auditing 
places more emphasis on fraud prevention than on fraud detection. 
Such a concept, I believe, changes the role of the internal auditor from 
an investigator disclosing fraud to that of a planner who eliminates the 
very conditions that make fraud possible. If the controls, systems and 
procedures are right and are being followed, fraud is more than likely 
to be detected. 

Basically, the purpose of auditing is to: 

(a) Disclose, and 
(b) Remedy. 

However, disclosure merely for the sake of disclosing is not enough. 
If it fails to produce corrective action, the results of internal audits, 
rather than being helpful, may actually be detrimental. They may be 
detrimental in two ways, in the effect upon the local accounting per- 
sonnel and in the effect upon the Internal Auditor. If, after disclosure 
of departures from established procedures, corrective action is not insis- 
ted upon, local personnel may be led to believe that strict adherence to 
requirements is not essential. To permit the local staff to determine 
which rules shall or shall not be followed does not contribute to good 
employee morale and efficient operation. 

If the internal auditor finds that repeated disclosures of departures 
result in continued inaction, he is very apt to become discouraged. On 
the other hand, if he finds the disclosures are promptly acted upon he 
is encouraged to greater contributive efforts. 

As you would expect, we work very closely with our public account 
ants. Not only are they furnished with copies of all internal audit 
reports or any special investigations pertaining thereto but, for the 
sake of practicability, they also receive copies of the scopes of our activi 
ties at the parent and subsidiary companies. As a matter of fact, the 
scopes are reviewed and approved by the Controller, to whom we report, 
and the public accountants, prior to their publication. Of course, to be 
effective, they are currently reviewed and revised as judgment and cir 
cumstances dictate. 

Unless I miss my guess, the aggressive application of systems devel 
opment or work simplification, as it may be called, is a technique which 
will become increasingly important. With the threat of business “level 
ing off” and increased taxes, it is essential that all unnecessary consump 
tion of man-hours due to improper arrangement and organization of 
procedures, be eliminated. 
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I am not going to attempt to consider the highly technical aspects of 
systems development or work simplification. For this discussion it will 
suffice to outline a few simple principles and techniques. 


The steps of surveys in the development of Systems are usually 
taken in the following order: 


Orientation of the activity being studied with associated 
activities — the nature and general flow of work 

The distribution of forms 

The use and design of forms 

A detailed study of the individual job 

The design and type of equipment 

The layout of the office 

The installation of improvements 


Obtaining results, or appraisal and control 


No fixed order of steps of analysis will cover all problems, and the 
degree to which each of these steps is followed will depend on the 
nature of the work. However, regardless of the degree to which each 
step is to be utilized, it always divides itself into two parts: 


Investigation 


Analysis 


To assist us in procedure investigation and analysis we generally 
resort to the use of process charts. A process chart is a detailed record 
of the successive steps in a process. It sets down in chronological order 
what happens. It may be used to analyze the flow of work and to sub- 
sequently rearrange it or to eliminate needless or ineffective effort. It 
brings to light many previously unrealized facts and suggests the logical 
way to fullest improvement. 


After the process chart is constructed, the next step is the analysis of 
the procedures and the development of the changes to be recommended. 
This is when, to get leads to possible improvements, we ask what; why; 
when; where; who; and how? 


What is done? A review of the chart for completeness and 
clarity becomes necessary. 

Why is the work done? This question is perhaps the most 
important. Is each operation necessary? What would 
happen if it were eliminated? This question must not be 
passed over without searching inquiry and careful weigh- 
ing of the answers given by various individuals. 
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c. When is the work done? Could it be done more advan- 
tageously at some other time? Should the sequence of steps 
be changed? 

d. Where is the work done? Could it be performed better or 
more economically somewhere else? 

e. Who does the work? Is the proper type of person doing 
the job? Could a change be made to permit using lower 
skill? It is important that mentally active employees be 
placed on work requiring judgment and thought. On the 
other hand there is a type of employee who thrives on sim- 
ple routine work. 

f. How is the work done? This is a general review question. 
It directs the investigator’s attention to the methods and 
procedures employed, with a view toward improvement. 


Once definite conclusions are reached, the final report, in proposed 
form, is developed. Among other things it includes our recommenda- 
tions, compares the relative advantages and disadvantages with the 
present method, shows the elimination of operations and indicates the 
estimated savings to be realized. Needless to say, such proposals require 
management approval prior to installation. 


We have a rather unique way of putting new methods into effect. 
If the procedural change is not particularly too involved, and it is felt 
that the operating department can master the installation, we merely 
lend whatever assistance is necessary to bring about the desired results. 


However, if the proposal deals with Systems changes that are more 
or less revolutionary in scope, it is customary for us to be placed in charge 
of the department until the system is installed and in successful opera- 
tion, at which time it is restored to its proper place in the organizational 
set-up 


To my way of thinking, this is important. We all know the natural 
reluctance of employees to depart from accustomed work habits. To 
them, the old way invariably seems the best. They have grooved their 
thinking and working habits along certain lines so that the old operation 
seems easier. Anything that upsets this routine is usually considered 
slower, harder, more conducive to errors, unnatural; and employees 
decide it is bad. 


This is why it is important that this phase of the undertaking be 
assigned to the Systems group. Having architectured the project, they 
are most familiar with its limitations and are, I believe, in a better 
position, therefore, than the operating man to administer it successfully. 
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They know they should explain the reasons for the change to the 
employees who must understand that it is not being made for the pur- 
pose of making anyone work faster. Rather, it is to simplify, eliminate 
wasted effort and reduce fatigue in order to make their job easier. 

Finally, Systems men know also that a revolutionary change, where 
perhaps the old procedure is converted entirely, is not “whipped” into 
shape over night. It requires long hours of painstaking effort before 
you reach the goal of a smooth-running, well-integrated organization. 

It’s as Mr. Kettering of General Motors once said, “The price of 
progress is trouble . . . nothing new ever turns out just right... you 
just keep fixing it here and fixing it there until it works pretty well.” 


HOW 


Keep skid chains on your tongue. Cultivate a low, persuasive 
voice. How you say it often counts more than what you say. 


Make promises sparingly and keep them faithfully, no matter 
what it costs. 


Never let an opportunity pass to say a kind and encouraging thing 
to or about somebody. Praise good work done, regardless of who did it. 
If criticism is merited, criticize helpfully, never spitefully. 

Be interested in others; interested in their pursuits, their welfare, 
their homes and families. Make merry with those who rejoice and 
mourn with those who weep. Let every one you meet, however humble, 
feel that you regard him as a person of importance. 


Be cheerful. Keep the corners of your mouth turned up. Hide 
your pains, worries, and disappointments under a pleasant smile. Laugh 
at good stories and learn to tell them. 


Preserve an open mind on all debatable questions. Discuss but 


don’t argue. It is a mark of superior minds to disagree and yet be 
friendly. 


The Broadcaster, Investors Syndicate 


CONTROL AND AUDIT 
OF CONSTRUCTION EXPENDITURES’ 


By J. S$. LANG 
INTERNAL AUDITOR, THE B. C. ELECTRIC RAILWAY 
COMPANY LIMITED 





M.. LANG is a native of Toronto, Ontario, and graduated from the 
University of Toronto in 1939 with a degree of Bachelor of Commerce. 
Subsequently joining the staff of Clarkson, Gordon and Company in 
Toronto, he obtained the degree of Chartered Accountant in February. 
1944. After a brief period in an industrial position in Ontario, he joined 
the staff of the B. C. Electric Railway Company Limited in the fall of 
1946. Mr. Lang is President of the Vancouver Chapter of Tue Inst 
TUTE. 











HE subject of capital expenditures at any time looms large in the 

thinking of utility managements, one reason being that the utility 
industry is characterized by high capitalization. To illustrate, the B. C. 
Electric property account for the electric, gas and transportation ser 
vices now stands at a gross total of upwards of $190 million with the 
gross annual revenues of the Company running on the order of $35 to 
$40 million. Secondly, the property account determines the “rate base” 
on which the Public Utilities Commission of British Columbia allows 
the Company a stated maximum fair return of 5.3% per annum, and 
the property account is, therefore, under close scrutiny at all times. 


EXPANSION PROGRAM 


In common with most utility companies, the B. C. Electric is in the 
midst of a post-war expansion program; and, in keeping with the 
unprecedented growth taking place in British Columbia, this expansion 
has been very rapid. It is coming, too, after a long period of frustra 
tion on the part of the Company, due first to the depression and later to 
wartime restrictions on construction. In 1945 the Company announced 
its post-war program and, while this program is well toward completion, 
the 1949 capital budget is still over $20 million. Such expansion places 
great strain on the Company’s management and staff, and among other 
things renders difficult the task of controlling the expenditures. 


*Paper presented at a meeting of the Vancouver Chapter. 
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At the outset, the Company’s organization was altered to make way 
for the creation of a central Engineering Division, which was given the 
responsibility for designing, planning and carrying out all new con- 
struction. The Company’s policy also has been to have the bulk of the 
actual construction work performed by outside construction companies. 
In letting contracts, the Company has found that the generally unsettled 
conditions of the post-war period, coupled with the vital importance 
of speed, has meant that contractors were very often unable to submit 


firm bids; and “cost-plus” contracts have had to be accepted. 


BRIEF OUTLINE OF CONTROL PROCEDURES 


Before discussing the activities of the Internal Audit Department 
in this field, it would be useful to refer to some of the techniques used in 
controlling construction expenditures. 


First, it goes without saying, that where capital expenditures are of 
any magnitude, they should be carefully budgeted and the budget should 
be subjected to periodic review by top management. 

Second, a system of appropriations or something equivalent is most 
desirable. The way it works in our organization is that management 
may agree to the inclusion of a certain project in the capital budget, 
but before the Chief Engineer can actually proceed with the work, he 
must submit to management an “appropriation request” which gives 
a complete description of the work to be done, the reason for the expend- 
iture, the estimated cost and other pertinent information. Thus man- 
agement has an opportunity of giving the final green light before any 
commitments are made. 


Third, and leading from the above, it is important that capital 
expenditures be estimated in as detailed a manner as possible, and that 
these estimates be grouped or classified in accordance with the Com- 
pany’s accounting classifications. If this is done, the estimates may be 
readily compared with the actual costs during the course of the work. 


Fourth, it is essential that the Company have a well developed pro- 
cedure for letting contracts to ensure, for example, that competitive bids 
are obtained whenever possible and that all concerned in the organiza- 
tion have an opportunity to see the draft of the contract before it is 
executed. 

Lastly, where a cost-plus contract is entered into, it must be care 
fully drawn up in a way to preserve good relations between the two 
parties to the contract, and to protect the interests of both parties. From 
the Company’s standpoint, the engineer’s authority should be clearly 
set out in such a way that he is in a position to take all reasonable steps 
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to secure efficiency from the contractor. Under such a contract there is 
little or no incentive on the part of the contractor to exert any unusual 
effort to keep his costs down or maintain the construction schedule. 
Then, of equal importance, is the necessity of having the financial terms 
and conditions of the contract fully set out so as to cover, for example, 
a full definition of what constitutes “cost”; a clear statement of the basis 
for the contractor’s remuneration; the Company’s requirements for sub- 
mission of the contractor’s accounts; a full description of the equipment 
which the contractor proposes to use and the basis on which the use 
of this equipment is to be charged. With regard to the contractor’s 
remuneration, it is desirable, of course, to have some limitation placed 
on it, either by giving him a fixed fee or by arranging what is known as 
a “target,” which means that the stated fee will be scaled up or down 
depending on the saving or excess in relation to a stated estimate. There 
should also be an “accounting and audit” clause which requires the 
contractor to keep his records and submit his accounts in a manner sat- 
isfactory to the Company and to give the Company’s Internal Audit 
staff, through the engineer, full access to his records. 


This subject of control is a large one, and I have outlined some of 
the factors, very briefly, in order to lead up to some comments on the 
role of the Internal Audit Department. 


ROLE OF INTERNAL AUDIT DEPARTMENT 


As mentioned previously, a large construction program imposes 
strain on the Company and, from the financial standpoint, the strain 
is felt both in efforts to finance the program and control the expendi- 
tures. In the field of control, the Internal Audit Department has an 
unusual opportunity to render effective service and, while it is not 
intended to measure this effectiveness in terms of dollars only, it is of 
interest to record that, as a direct result of the investigations of our 
Internal Audit staff over the past three years, the Company has received 
cash rebates from contractors, to date, totalling more than $150,000. 
These were, in most cases, instances where charges under contracts 
were out of harmony with the intent of the contract or were considered 
unreasonable. 


In order to handle effectively the internal audit work on the various 
projects, we set up what we call a Plant Audit Section which now has 
a staff of six audit clerks and a supervisor. This staff was picked for 
their previous experience with construction as well as for their knowledge 
of accounting and auditing techniques. In developing this staff, it was 
recognized there would be occasions where some initiative and inde- 
pendent judgment would be necessary, for example, where audits were 
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performed at outlying points. It was also impressed on the staff that 
they must cooperate closely and maintain cordial relations with the 
engineers and contractors, but at the same time maintain an independ- 
ent attitude and be on the alert to safeguard the Company’s financial 
interests. 

An instruction manual was prepared giving the staff of this section 
a written statement of the basic audit and investigation techniques which 
they were to employ, and giving them a guide as to the manner in which 
they should report and follow up their findings. 


EXAMPLES OF THE WORK OF THE INTERNAL AUDIT 
DEPARTMENT IN IMPROVING CONTROL PROCEDURES 


In addition to the dollar saving mentioned previously, the Internal 
g J ‘ 

Audit Department has been able to assist in various phases of the control 

procedures. A number of examples are as follows: 


|. We developed a written procedure covering systematic circula- 
tion to the various interested individuals in the company of 
draft contracts before they are finalized. This means, for 
example, a contract in the regular course is referred to the 
Treasurer so that he can satisfy himself that the contractor 
maintains adequate insurance, and, again, is referred to the 
Internal Auditor so that, if it is a cost-plus contract, he can make 
preparations for an audit and can, at any rate, satisfy himself 
that the accounting and audit clause and other financial condi- 
tions are properly covered. If the contract is not developed by 
the Company’s solicitor, it is at least referred to him for his 
approval. 


2. We initiated discussions which led up to adoption of a standard 
form of brief cost-plus contract which has been very useful to 
the Purchasing Agent in negotiating smaller contracts. 

3. We have participated in the actual drawing up of many of the 


construction contracts and have made, on request, special studies 
leading up to negotiations with contractors. 


4. In one case, a large project was governed by a combination con- 
tract whereby certain equipment was provided at a firm price 
but the installation was carried out on a cost-plus basis. We 
reported on several occasions during the course of the job that 
we thought the contractor was taking advantage of loopholes 
in the contract to load the cost-plus section and, in other ways, 
seemed to be deviating from the intent of the contract at sub- 


stantial expense to the Company. This lead to a dispute with 
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the contractor over a number of contentious items, and the 
management asked for a full investigation in which we partici 
pated. As a result of the findings of this investigation, the 
various disputed items were finally settled. 

>. In a number of cases, the Company has let firm price contracts 
subject to “escalator” clauses whereby, if certain wages or prices 
increased before delivery, extra charges would result. Many of 
these extra charges have been submitted to the Internal Audit 
Department for investigation before being paid, and this often 
involved going into the contractor’s or supplier’s office to sub- 
stantiate the claim from his office records. 

6. Where large projects were carried out on a cost-plus basis, we 
have encountered examples of inefficient accounting practice 
on the part of contractors, and were sometimes able to stream 
line their system resulting both in better control and economical 
accounting. 


The above examples give some idea of the special work that the 
Internal Audit Department can do to assist in control of construction 
expenditures. 


BRIEF CASE STUDY OF A TYPICAL AUDIT 
OF A COST-PLUS CONTRACT 

The contractor maintained a field office at the site of the work 
which was a considerable distance from Vancouver, and most of his 
accounting was done in this field office. He submitted his accounts 
monthly in the form of a list of expenditures, together with copies of the 
supporting invoices and payrolls. The Company had a field engineer 
residing at the site of the work, who represented the Company’s Chief 
Engineer and through whom all our dealings with the contractor were 
channelled. This engineer had a small staff of his own keeping abreast 
of the technical and engineering progress of the work, but he relied 
heavily on the audit staff for financial control. We had one or more 
men stationed full time at the job for approximaiely two years, who 
carried out continuous detailed audits of the contractor’s accounts in 
accordance with the instruction manual previously referred to. For 
example, the invoices were traced to receiving records, purchase orders, 
freight bills, etc., and the payrolls were verified against original time 
records, Unemployment Insurance books and Union agreements, the 
equipment rentals scrutinized carefully in relation to the terms of the 
contract and so on. The audit procedure also included frequent field 
checks of men and equipment at work and, checking later to ensure that 
the contractor’s records were in agreement. On occasion the audit clerk 
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actually handed out the pay checks for the contractor’s crews, asked for 
identification of each man, and accounted for any checks not handed out 
in the first instance. Further checks were made in the contractor’s head 
office at which time the expenditures were traced to cancelled checks and 
other records. It should be stressed here, however, that while systematic 
checking procedures were used, the field staff were asked to strictly 
avoid letting their work settle into a routine. They concentrated on 
keeping abreast of the actual progress of the work and keeping in touch 
with the various problems so that they could more intelligently visualize 
the facts represented by the invoices and payrolls when the time came 
to review them each month. 


A procedure was worked out whereby the contractor submitted his 
monthly accounts with all supporting documents to the audit staff who, 
in turn, submitted them to the field engineer for certification, together 
with a written report giving details of any errors, questionable charges, 
comments or observations. A copy of this report was sent to the Internal 
Auditor and other interested people at head office. The engineer then 
went over the accounts himself and, in the light of our report, was in a 
position to certify the accounts for payment or ask for corrections if 
necessary. On several occasions, the engineer asked us for further infor- 
mation such as, for example, a summary and analysis of camp costs, or 
an analysis of the costs of repairing a certain item of heavy equipment. 
The audit staff also test-checked the contractor’s allocation of his costs 
to the accounting breakdown which had been supplied to him by the 
Company so that the engineer could rely on the cost summaries pre- 
sented to him by the contractor. 


To supplement this work, the audit clerk prepared a formal audit 
report periodically at our head office, with copies for the Financial Vice- 
President, the Chief Engineer, the head of the operating division con- 
cerned, the Shareholders’ Auditors, and, in some cases, the Comptroller. 
These reports summarized the results of the field audit work, gave brief 
analyses of the costs to date compared with the original estimates 
attached to the appropriation request and, if the occasion required, 
pointed out any deviation from prescribed procedure or any expected 
overrun on the appropriation or budget provision. 


On the particular project under discussion, the main problem came 
to be the cost of repairing the contractor’s equipment. Under the terms 
of the contract, the Company paid the contractor a flat monthly rental 
for each item of heavy equipment and reimbursed him in addition to 
that for all his operating and maintenance costs. However, there was a 
clause in the contract which was meant to restrict the reimbursement 
in respect of maintenance to a reasonable amount of “ordinary” main- 
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tenance; but as the job progressed we pointed out repeatedly that we 
were also reimbursing the contractor for heavy repair bills which in our 
opinion were more in the nature of major overhauls. A close study 
was made of the repair costs and a special report giving findings and 
recommendations was submitted to the Chief Engineer, with the result 
that a substantial rebate was eventually agreed to by the contractor in 
respect of these excessive repair charges. Other errors and questionable 
items were reported from time to time, and in most cases were subse- 
quently reversed by the contractor. It should be added that the con- 
tractor’s good faith was never questioned, and most of the adjustments 
were readily agreed to by the contractor’s management once they were 
satisfied that the points were well taken. 


GENERAL 


Turning back to the work of the Internal Audit Department on our 
construction expenditures in general, I should point out that some of the 
procedures outlined in the case study above were not always necessary. 
In the example described, the field engineer for various reasons was not 
able to carry out complete field checking on the job, but on many of 
the other cost-plus projects our Engineering Division has provided 
inspectors whose work includes daily checks of the contractor’s crews, 
material entering into the job and the equipment at work. In these 
circumstances our audit program is confined to satisfying ourselves that 
the inspector is doing a thorough job, and, if that were the case, con- 
centrating on an examination of the accounts from standpoints not 
covered by the inspector and examination of the contractor’s office 
records. 

Our approach to the audit of construction expenditures illustrates 
in one way the difference between the function of the internal auditor 
and that of the public accountant. There is, of course, some duplica- 
tion of effort which may be viewed as double insurance; but to a large 
extent, our work carries on where that of the public accountants leave off. 
The latter group, in the course of their regular balance sheet audit, could 
not reasonably hope to delve into the expenditures, particularly those 
under cost-plus contracts, as deeply as do the Internal Audit staff; and 
they place some reliance on our reports. The public accountants are 
mainly concerned with an over-all review of the property account, with 
the questions in mind as to whether the money was actually spent; 
whether the expenditures were properly authorized and in agreement 
with covering contracts; whether they were properly allocated to capital 
rather than operating and, finally, whether the sub-classifications in the 
property account were being observed. While our audit procedures 
cover these questions, in addition, we ask ourselves, whether the Com- 
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pany is getting full value for the money it is spending; and we also con- 
centrate more attention on the underlying procedures. 


The work of the Internal Audit Department in this field has had 
another beneficial effect in that it provides an unusual opportunity to 
work with engineering and operating personnel. This close association 
has tended to break down the lack of understanding which often exists 
between the people who are actually getting the work done and the 
people who are trying to exercise financial control. 


TODAY 


There are two days in every week about which we should not 
worry—two days which should be kept free from any fear and ap 
prehension. One of those days is Yesterday with its mistakes and cares, 
its aches and pains, its faults and blunders. Yesterday has passed 
forever beyond our control. All the money in the world cannot bring 
back Yesterday. We cannot undo a single act we performed; we can 
not erase a single word we said; we cannot rectify one single mistake. 
Yesterday has passed forever beyond our control. Let it go. 

The other day we should not worry about is Tomorrow with its 
possible adversities, its burdens, its large promise and poor performance. 
Tomorrow also is beyond our immediate control. Tomorrow’s sun 
will rise either in splendor or behind.a mass of clouds—but rise it will; 
and until it does, we have no stake in tomorrow, because it is as yet 
unborn. 


That leaves us only one day—Today! And man can fight the 
battles of just one day. 


Yesterday and Tomorrow are such futile worries. Let us, there 


fore, resolve to journey no more than one day at a time. 


Flori Piper 
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HE objective of placing insurance is to secure indemnity for losses 
that may occur because of fire, accident, theft and other damages. 
In making an examination of insurance, there are several signifi 
cant objectives to which the review should be directed: 


1. The kind and the amount of coverage of insurance. 

2. The control and recording of insurance, including the 
amortization of premiums. 

3. The control, recording and collection of claims for 
losses incurred. 

4. 


The control, recording and payment of personal injury 
and property damage claims and awards. 

Although the insurance field is technical, requiring special qualifi 
cations, nevertheless, the internal auditor, equipped with a general 
knowledge of insurance principles and their application, combined with 
an understanding of related operations, can do an effective job. 

The essential requirements of an audit program for any examina 
tion cannot be effectively presented without a knowledge of the opera 


ting, accounting and related operations to which they apply. 
FIRE INSURANCE 


The auditing approach to the subject of Fire Insurance should be 


*Paper presented at the Joint Conference of Electric and Gas Utility Accountants 
April, 1949, Detroit. 
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on the basis of the existence of a division of responsibility between the 
accounting, physical and insurance operations; the accounting depart- 
ment maintaining property records and reporting details of costs of 
plant, equipment and materials; the physical division determining 
values for insurance purposes; and the insurance department coordi- 
nating the values and placing the insurance coverage. It is not the pur- 
pose of this paper to describe the operations nor the problems of each 
of these groups, but rather to describe briefly the essential requirements 
and the methods to be followed in auditing to assure that established 
procedures are operative and, within limitations, that the information 
developed for executive action is essentially correct. 


The accounting department’s responsibility in providing for the 
guidance of those charged with determining values and placing fire 
insurance coverage should include the establishing of suitable routines 
whereby property records are maintained from which reports may be 
prepared, showing by location and property classification the cost of 
plant additions and retirements, construction work in progress and 
related retirements, and the acquisition of general equipment and 
materials and supplies. Periodic reports of plant investment by year 
of installation is also required for determining the average age of prop- 
erty in calculating depreciation. 


The physical division’s responsibility of determining the replace- 
ment cost of the insurable portion of the property in arriving at its 
insurable value will involve the establishment of methods for estima- 
ting replace ment cost on an acceptable engineering basis. In addition 
to accounting data, current information must be obtained from the field 
on construction jobs and from engineering and construction indexes. 
Depreciation rates by classes of property must also be determined and 
are generally agreed to in advance by representatives of the insurance 
companies underwriting the risk. 


Periodic reports of insurable values developed by the physical 
division should be submitted to the insurance advisor or executive 
charged with the responsibility of placing insurance coverage, upon 
which decisions can be based. If insurable values have been computed 
improperly, it may result in incorrect coverage and the payment of 
excessive premiums or the failure to recover the full amount of a fire 
loss. 


Suitable records should be maintained to provide adequate informa- 
tion relative to insurance coverage, premiums, etc. Such records could 
include a card or ledger sheet for each location, showing insurable 
values reported by the physical division with accumulated totals to 
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date; a register of insurance policies showing coverage and premium 
data by location; and adequate controls and routines for handling 
renewals, cancellations, refunds and claims for fire loss. The register 
of insurance policies can also serve as a subsidiary accounting record 
to control the amount of prepaid premiums and the amount of monthly 
amortization and charge to expense for expired premiums. 


In beginning the audit examination, the first determination should 
be the responsibilities of each department with respect to its function 
in providing basic data for insurance coverage purposes. These may be 
clearly defined by executive direction in the form of approved pro 
cedures or established through approved departmental routine. With a 
knowledge of these requirements, sufficient tests and inspections can be 
made of the transactions involved to ascertain that the established pro 
cedures are operative; that required records are accurately maintained; 
and that reports prepared therefrom are correctly compiled. 


The review of accounting transactions supporting reports of prop 
erty damage changes which provide information for estimating or check 
ing insurable values should include, among other checks, a determina 
tion that reports of completed units of property received from field 
forces have been priced in accordance with cost analyses of applicable 
construction work orders. The accuracy of the cost analyses should be 
tested by examining the underlying direct and indirect charges booked 
in the work orders, such as payrolls, material requisitions and credits, 
contractors’ invoices, overheads, etc. 


A similar review can be made of records pertaining to the retire 
ment of property. The cost of property additions and retirements se 
lected for test should be followed through to supporting accounting 
entries, transferring such construction and retirement costs to the Plant 
Accounts, to the Property Records or applicable statistical records. 
These reviews need not be specifically provided for in the Fire Insurance 
Audit but can be included in the audit program developed for the peri- 
odic examination of the Plant Accounts and Property Records. 


The review of the procedures established by the physical division 
for determining insurable values should generally be accomplished by 
ascertaining through discussions with the responsible employees the 
general principles followed in developing replacement cost estimates, 
together with an inspection of the underlying supporting records main 
tained. A representative number of reports of changed values issued 
to the insurance department should be checked to the supporting records, 
insofar as is necessary. 


The examination should ascertain that information is currently 
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received from the field during the progress of the construction job to 
insure the current reporting of such values so that immediate coverage 
can be obtained. Reviews should be made of the method of determining 
depreciation rates and their application to the various classifications of 
property and the procedures followed in calculating non-insurable val- 
ues. 


A determination should also be made that insurable values previ 
ously reported are periodically reviewed to ascertain that such values 
reflect current replacement costs. This may be accomplished by an 
examination of records of unit cost data showing previous costs and 
current costs computed on a cubic foot or capacity basis, whichever is 
applicable, together with a review of deductible items of a non-insurable 
nature and the method used in determining estimated depreciation. 


The review of the records and procedures of the insurance depart- 
ment should involve a determination that all fire insurance policies in 
effect, the premiums paid therefor, and unexpired amounts are correctly 
recorded. This will involve a comparison of fire insurance policies with 
the broker’s invoices to verify the amount and nature of coverage, premi- 
um paid and the period covered. Cancellations, renewals, and addi- 
tions should be checked with endorsements to verify changes in cover- 
age, premiums, periods, etc. Where premiums paid are charged to a 
prepayment account, a determination should be made that expired 
premiums have been amortized to approved accounts, and that the bal- 
ance of prepaid premiums is in agreement with the general ledger con- 
trol. 


Where insurance is placed with mutual companies, a determination 
should be made of the adequacy of the percentage used for the proration 
of current premiums. Unabsorbed premium deposits at the date of the 
audit should be confirmed by correspondence with such companies. 


Reports of changed values received from the physical division 
should be test-checked to existing control records; and a determination 
should be made that insurance coverage has been effected or cancelled 
where substantial increases or decreases in insurable values are indi- 
cated. 


In making the above indicated reviews, it has been found effective 
to prepare a columnar schedule from the Insurance Policy Register, 
showing, by location, for all policies, essential information to be checked 
or compared with supporting data or agreed-with reports, accounting 
controls, etc. Among other items the schedule can provide for expired 
premiums, unexpired premiums, book cost of structures, contents, 
material, the insurable values reported by the physical division, the 
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percentage of insurable values to book cost, the amount of insurance 
coverage, the percentage of insured value to book cost and the percent- 
age of insured value to insurable values. This schedule can also permit 
a determination as to compliance with co-insurance clauses of the 
policies, with respect of insurance papers to be carried to recover the 
full amount of a loss. 


Records pertaining to fire losses should be examined to determine 
that the amounts received have been properly accounted for and approx- 
imate the estimates prepared at the time the claim was filed. Large 
variations should be satisfactorily explained. It should be ascertained 
that claims are filed promptly and pending claims closely controlled 
and disposed of within a reasonable period. The amount of coverage, 
premiums paid and payments for losses claimed should be confirmed 
with the insurance companies concerned. 


Where losses have been sustained, a determination should be made 
that insurance coverage has been reinstated for the amount of the loss 
or of the value replaced. 


WORKMEN'S COMPENSATION AND PUBLIC 
LIABILITY INSURANCE 


The auditing of Workmen’s Compensation and Public Liability 
Insurance, together with related transactions, will also depend on the 
effectiveness of existing procedures, and will vary according to whether 
a company is a self-insurer or carries all or part of the insurance with 
outside companies. 

The basis on which premiums have been computed and paid should 
be examined and checked with supporting company records, such as 
payrolls analyzed by classes of risk for determining Compensation 
insurance, Property Records to determine physical existence of vehicles, 
etc. 

A determination should be made that proper controls exist for 
policy renewals; and, where changes in premium rates occur, proper 
investigation should be made as to the reasons therefor. 

Invoices received for premiums payable should be checked to the 
policies and with the account payable vouchers for the amount and 
proper accounting. 

Settlements made and related expenses incurred in connection 
with Workmen’s Compensation, Personal Injury and Property Damage 
Claims not covered by insurance policies should be test-checked to an 
extent deemed appropriate, against supporting records such as signed 
releases, cancelled checks, court orders, etc. 
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The case files containing all data relating to compensation awards 
and payments should also be examined to ascertain that notice of the 
accident and the employees’ responsibilities have been properly filed 
and established; that requirements of the State Compensation Law as 
to filing of prescribed forms have been met; and that the amount of the 
award is in accordance with the provisions of the Law. A determina- 
tion should also be made that periodic investigations of current status 
of dependent wife and children are made where the law provides for 
changes in benefit payments if the widow remarries or where children 
reach legal age and are no longer considered as dependent minors. 


Charges for medical, surgical and other expenses for employee 
accidents should be examined to determine that such charges are prop- 
erly supported by attending physicians reports and, where applicable, 
are in accordance with legal minimum fee schedules. A determination 
should also be made that proper controls exist to prevent duplicate pay- 
ments for service rendered. 


THEFT AND OTHER INSURANCE 


Many other types of insurance coverage may be carried by a com- 
pany in addition to fire, personal injury and property damage, such as 
money and securities insurance, fidelity insurance, riot and civil com- 
motion, etc. 


The auditing review, in addition to the verification of the recording 
and accounting for premiums and related transactions such as renewals, 
recovery of losses, etc., should include a discussion with the insurance 
counselor regarding the types and amounts of coverage and the basis on 
which decisions are made. 

It should be remembered that the scope of any audit will depend, to 
a great extent, on the peculiarities of the particular company under 
review. No audit program, no matter how thoroughly developed, can 
be said to constitute a standard applicable to all circumstances. Each 
program is a custom tailored job designed for a particular company 
based upon an examination of that company’s operating procedures. 


ARTICLES OF INTEREST 


TO INTERNAL AUDITORS 
JOHN F. BRADY, Member of the Editorial Committee, directs 


attention to the following articles of interest: 


Subject: Value of Break-Even Points to Controllers 


By 


J. B. FENNER, Treasurer of The Electric Auto-Lite Company 
ished in The Controller, May 1949 


At the outset, Mr. Fenner stresses the fact that break-even points are 
uppermost in the minds of every alert controller who is bent on 
giving his best assistance to a given enterprise and, what is more 
important, that these controllers are doing all they can to bring 
about better operating results through the use of principles of lower 
break-even points. 





In continuing his discussion, he indicates that, while there is noth 
ing baffling in the preparation of a break-even chart showing at 
what point a business may turn from a losing to a profitable enter 
prise, the real test is to take this measuring stick and apply it 
intelligently, in bringing about corrective results where they are 
needed... 

The marshalling of the facts required for effective break-even point 
analysis is then discussed as are the particular studies that are 
required with reference to each of the following functions in the 
light of their ultimate effect upon the progress of the business: 


1. Development of Sales Volume 

2. Keeping Expense in Line with Sales 

3. Control of Specific Expenses by Reducing or Elimina 
ting Unnecessary Items 

4. Management Phases 


(a) Better systems and equipment 

(b) Increasing profits on existing lines and taking on 

other lines 

Control of Credits, use of additional Capital and 

Loans 

(d) Efficiency in use of personnel and their selection 

(e) Expansion of facilities through mergers and pur 
chases of additional plants 


(c 


This paper was prepared from the standpoint of management in 
its attempt to operate profitably in our ever-changing economy of 
peaks and valleys, and the suggestions offered can be applied ad 
vantageously in the light of conditions presently confronting us 


Subject: Case Studies in Internal Auditing 


By 


. 
. 


A. J. E. CHILD, Assistant Treasurer of Canada Packers Limited 
Published in The Accounting Review, April 1949 


This paper was presented in September 1948 at the annual meeting, 
in Memphis, of the American Accounting Association, to illustrate 
three groups of case studies in internal auditing: 

1. Routine internal audit functions 

2. Special assignments to determine the efficiency of an 

operation 

3. Special investigations of fraud and theft 

The experiences and practices utilized are drawn from that part of 
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By: 


Subject: 


The Internal Auditor 


the meat packing industry that extends its sphere of activity across 
Canada and into some parts of the United States, the field with 
which Mr. Child has been associated over a period of years. In 
this part of the meat packing industry, the sales volume amounts to 
approximately two hundred and fifty million dollars annually. 
This substantial sales volume is made possible by the employment 
of physical equipment consisting of cold storage plants, oil refin- 
eries, creameries, canneries, fertilizer and feed plants, leather tan- 
neries and about eighty wholesale warehouses. 


Mr. Child, in the light of his wide experience in this field of activ- 
ity in particular, cites many interesting experiences of internal 
auditors in carrying out the comprehensive nature of their work, 
as well as in the solution of the problems that confront them from 
time to time 


In concluding this excellent paper, he mentions the following quali 
fications which appear to be those most needed by an internal 
auditor: 


1. Experience in accounting and business operations 
2. Ability to think quickly and to make decisions as the 
occasions warrant 
3. Persistence and patience 
4. Ability to be tactful, diplomatic and personable 
The helpful suggestions made and the experiences related have their 
counterpart and their application to other branches of industry, and 


can be weighed and compared by us in the light of the peculiar 
problems in those fields. 


Defalcations and Internal Controls 


EARL O. LATHAM, Vice President in Charge of Bank Examinations, 


Federal Reserve Bank, Boston, Massachusetts 


Published in Auditgram—Bank Control and Operation, May 1949 


In this article, Mr. Latham stresses the fact that flagrant failure 
to eliminate the opportunity to default is in effect an invitation to 
default and is recognized as such by the courts in many instances, 
with the defaulters being given comparatively light sentences; that 
the auditor cannot be an operating official, nor should he be respon 
sible to an operating officer, to be effective; that his responsibility 
should be directly to the board of directors or to a committee 
appointed by the board. 
In the course of examinations made by the Federal Reserve Bank 
under his auspices, Mr. Latham stated that certain objectionable 
practices or lack of proper procedures with respect to interna] con- 
trol are the subject of criticism by the examiner, and he then cites 
the criticized features which occur most frequently, including the 
following: 
1. That many banks have elaborate audit programs but 
lack experienced personnel 
2. That many auditors lack the authority to correct weak- 
nesses in various departments 
In continuing, he points out the important features of internal con- 
trol and indicates the extent to which banks in the New England 
district have set up and maintained effective systems as evidenced 
by the lerger number of smaller defalcations with which manage- 
ment becomes aware of before they can assume significant propor- 
tions. 
The suggestions offered in this article and the types of defalcations 
cited can be considered and used advantageously and, especially, as 
a means of fortifying any existing weaknesses in present audit pro- 
grams. 
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Subject: Accounting at the S. E. C. — The Drayer-Hanson Case 
By: WILLIAM H. WERNTZ, C.P.A., Touche, Niven, Bailey & Smart 
Published in The New York Certified Public Accountant, June 1949 


Mr. Werntz, who was formerly associated as Chief Accountant with 
the Securities and Exchange Commission, discusses in this paper the 
report of an investigation of a registration statement filed with the 
Commission under the Securities Act of 1933. 


The audit report of the accountants in the Drayer-Hanson Case was 
passed upon by the Commission in the light of facts, subsequently 
established, that a substantial inventory shortage existed which had 
a material effect on the registration statement that was filed. The 
Commission, in its report, stated, among other matters, its opinion 
that a physical inventory of work in process should have been taken, 
that the results obtained by the auditors from their tests and exam 
ination of the system of internal control were such that they should 
have insisted on a physical inventory; that their statement as to 
the inventories was not warranted, in the circumstances; and that, 
in the absence of a physical inventory, the alternative auditing pro 
cedures utilized were carried out in an inadequate manner. 


In passing upon the qualifications, character and trustworthiness of 
the accounting personnel directly involved in this case, the Commis 
sion, in a sense, absolved them of blame by reason of the extenu 
ating circumstances that existed at the time of the audit, which 
included the lack of personnel and such other conditions following 
the war. This action was taken especially in the light of the fact 
that the inventory shortage was directed to the attention of the 
Commission as soon as the accountants became aware of its exis 
tence. The action was taken also in view of the steps followed by 
the firm involved in setting up more rigid controls and better sys 
tems of coordination within its organization in order to preclude the 
possibility of erroneous information being included in other registra 
tion statements which might be detrimental to the public interest. 


The discussion of this case can be read, moreover, in the light of 
the editorial comments in the July 1949 issue of the Journal of 
Accountancy, in which the propriety of the publication of the 
report is considered from the standpoint of the rules of the Com- 
mission, applicable in cases similar to this, where the integrity of 
the accountants was beyond reproach and where the accountants 
made every effort in the existing circumstances to carry out their 
professional responsibilities in the public interest. 

The full significance of this matter can be understood especially 
when it is weighed and applied by internal auditors and others to 
their peculiar problems in coping with the selfsame conditions 
which obtained in this case. 


Subject: Basic Internal Auditing Principles and Techniques 


By: JOHN B. THURSTON, Management Consultant with George H. 
Elliott and Company 


Published by International Textbook Co., Scranton, Pennsylvania 


In this volume, Mr. Thurston, one of the founders and the first 
president of our Instrrure, sets forth the latest proved practices 
that have been designed to be of value to practicing internal audi- 
tors, controllers, corporation executives, public accountants, man 
agement consultants and others in the field of internal auditing. 


In presenting his views as to the principles and techniques involved, 
he discusses briefly the origin of internal auditing, emphasizing its 
distinguishing characteristics as well as those of other auditing, 
public accounting and internal control; and he then reviews the 
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interrelationship between public accounting and internal auditing. 
In proceeding, he also explains the fundamentals of internal con 
trols and the major importance of internal auditing in relation to it, 
and its role in preventing and detecting fraud. 


The relation of internal auditing to other management controls is 
likewise covered in all pertinent aspects. In continuing his treatise, 
the organization structure for an internal auditing department is 
fully described as are the human relation problems peculiar to the 
work of the internal auditor. 


The practical methods for developing an audit program are set 
forth, and working papers and established techniques are then fully 
covered as are the matters of departmental audits and internal 
audits developed on a departmental basis. 


Finally, the value of internal auditing to management is discussed 


as are the vital problems of measuring this all important function. 
This function contemplates in addition to the eight specific responsi 
bilities performed both by the internal auditors and the public 
accountants, the performance of the following additional duties: 


1. Examination of the allocation of income and expenses 
on the basis of organized accountabilities 

2. Verification of quarterly reports to stockholders, direc 
tors’ reports, statistical reports, and other reports to offi- 
cers 

3. Determination that company plans, policies and pro 
cedures are being followed 

4. Appraisal of the systems of managerial control and in 
ternal control beyond the points where they relate 
simply to material items on the balance sheet 

5. Evaluation of personnel 

6. Observation of opportunities for attaining efficiency and 
better results 

7. Reporting of conditions as to the misuse of physical 
assets 


The foregoing responsibilities, as well as the primary responsibility 
for published certified financial statements which 
assumed by the internal auditor as a vital factor in management, 
are stressed in this treatise, and present challenges to the alert 
internal auditor in the performance of his important work. 


is necessarily 


Subject: A Ledgerless Accounts Receivable System 
By: ERVEN H. LICHTENBERG, Assistant Secretary, Clayton and Lam- 


bert Manufacturing Company, Louisville 
Published in Credit and Financial Management, May 1949 


In this paper, Mr. Litchenberg indicates that prior to June 1, 1948, 
it was the practice of his Company to maintain the accounts receiv 
able records in the usual manner with the use of bookkeeping 
ge He that the lack of space, the noise of the machines and 
other factors, prompted them to discontinue use of the machines 
and adopt this new system. This system provides for the placing 
of all invoices and credits in a pocket, set aside for each cus 
tomer’s account, without the recording of these items on the card 
records or ledger sheets that are customarily used. In comment 
ing upon this system, Mr. Lichtenberg states that, while it has not 
as yet passed the test of time, it is ag ae apparent that the 
following advantages are accruing to the Company’s benefit, with- 
out the loss of the required controls: 


1. Saving of considerable routine and time by elimination 


of posting operations and by having sales, credits and 
other items become a part of the account of the cus 





Subject: 


By: 


Subject: 


By: 
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tomer much sooner than under the old procedure, with 
a reduction of one-third of the man-hours formerly 
required and, further, by anticipated reduction of labor 
costs 
Elimination of the use of bookkeeping machines with 
the freeing of this capital for productive purposes as 
well as the costs incidental to repair and maintenance 
of these machines 
3. Saving, resulting from having one source containing 
all items affecting a customer’s account, instead of hav- 
ing to consult the several sources previously used in 
obtaining the essential basic details of the account 
4. Saving time in credit approval, collection procedure 
and statistical analysis 
The system here employed has apparently served a useful purpose 
in this particular organization but, by reason of the limited use 
it has had, the advantages cited must of necessity be weighed with 
the problems that may be encountered elsewhere under other cir- 
cumstances not peculiar to this business. 


i) 


Accounting Systems — Installations and Procedures 
JOHN J. W. NEUNER and ULRICH J. NEUNER 
Published by International Textbook Co., Scranton, Pennsylvania 


In this book, the authors, who have had wide experience in teaching 
and in coping with practical problems in diversified fields of busi 
ness, give emphasis to the importance of an accounting system so 
designed as to enable management to obtain information expedi 
tiously and in an efficient and economical manner. With these 
objectives in mind, their views are presented in the light of their 
wide experience under the following categories: 

1. Description of the principles involved in system work 
with stress on the internal check and control 
Description of the problems arising in the installation 
of systems for retail and service businesses, for profes 
sional men, manufacturing concerns, insurance agen 
cies, and for other medium or small-size business firms 
which need accounting system work 


2. 


Illustrations of many types of accounting machines and appliances 
required in these various fields, together with descriptions of their 
functions and the manner in which they may be made adaptable, 
are likewise comprehensively set forth. 


The book can be used as a guide in setting up systems that are 
required to meet the new conditions with which all business are 
confronted, and, particularly, those conditions that were brought 
about by the past war and its aftermath. 


Preservation of Accountants’ Records 


GEORGE N. FARRAND, Assistant to the Secretary and Treasurer 
of Young and Rubicam, Inc., New York, N. Y. 


Published in The New York Certified Public Accountant, December 
1948 


This paper has particular reference to the preservation and destruc 
tion of records, working papers, reports and other material, used 
by the accountant. It sets forth a practical approach to the solution 
of record preservation and emphasizes the fact that the following 
points should be taken into consideration in this respect: 

1. Classification of all records and other material involved 

2. Adoption of a systematic procedure and schedule for 

preservation and destruction of records 





76 The Internal Auditor 


3. Appointment of a responsible person to supervise the 
operation and approve the destruction of the records 


The subject is developed under the following headings: 


Accountants’ Records 

Period of Retention 

Legal Considerations 

Practical Considerations 
Suggested Periods of Retention 
Methods of Retention 

Methods of Destruction 
Microphotography 


WNAMNPwY 


Subject: New Trails in Depreciation Thinking Blazed at Cleveland Conference 
Published in The Controlle:, June 1949 


This editorial is based upon a symposium conducted at the Mid- 
western Spring Conference of Controllers held on May 1-3, 1949 in 
Cleveland, in which two nationally known accountants spoke on 
“Depreciation Policy When Price Levels Change.” 


John B. Inglis, partner in Price, Waterhouse & Co., New York, 
pointed out that companies in Great Britain, Canada and Sweden 
are now permitted by their national tax authorities to accelerate 
depreciation, and he advocated similar measures here, without 
departing from original cost as a basis for depreciation, whereas 
his companion in this symposium, H. T. McAnly, partner in Ernst 
& Ernst, Cleveland, suggested that both the depreciation problem 
and the other forms of capital impairment due to inflation be 
overcome by allowable increases in reserves directly keyed to fluctu 
ations in the purchasing power of the dollar. 


In his discussion, Mr. Inglis pointed out that construction costs 
since 1938 have increased 100%, and drew a comparison between 
the present situation and that which prevailed after World War I. 
He indicated that, in his opinion, it would be quite difficult to get 
recognition for depreciation on current costs, since inflation has not 
reached the point in this country where is should be necessary to 
restate properties based upon current price levels. On the other 
hand, he stated he believed that Congress might permit larger 
charges for depreciation in the earlier years based upon the original 
cost of the asset. Mr. McAnly, in discussing his views on this com- 
plex question, stated among other matters, the need of a yardstick or 
index to measure the change in purchasing power of funds recov- 
ered through depreciation and a tax policy which takes this changed 
purchasing power into consideration. 


The importance of this problem can be understood when we assume, 
in a specific case, that the earnings of a business may not permit 
it to purchase out of working capital the new equipment by reason 
of its inflated price, which may be more or even double the original 
cost of the equipment that is to be replaced. 


This condition, in a sense, would represent an impairment of the 
original capital not recognized by tax authorities when, in fact, it 
apparently should be considered 
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LEADERSHIP 


This is a letter about leadership, and the development of leadership. 
How many of you, members of Tue Instirute, consider your daily 
task finished when you have handled the work that comes to your desk? 
How many of you consider that your responsibility to your men is 
finished when they have learned to carry out assignments as instructed? 
Or, instead, are you trying to make “leaders” out of your staff? 


I consider that no manager is doing his job unless he is training 
his men to be managers. This is particularly true of the manager of 
an internal audit department, because the personnel of an audit depart 
ment is usually specially selected and of management calibre. 


The greatest requisites of leadership are initiative and judgment. 
These will not be developed unless a man is encouraged, or perhaps 
forced, into completing tasks on his own and into making decisions on 
his own. The manager who is always ready to help his men with a 
problem, to help them find the answers, to help them make the deci- 
sions, or even to make the decisions himself, is not doing a service to 
his men or his company. It is even worse, of course, if a manager 
refuses to let his men make decisions. 


Perhaps this seems harsh at first glance. Certainly a junior auditor 
will often feel hurt if he comes looking for help and is told to solve 
the problem himself. He thinks that is pretty rough treatment. But, 
after several doses of the same thing, he finds he can stand on his own 
feet and that he is learning how to find the answers and how to present 
a finished job. I do not mean, in this illustration, that the advice and 
criticism a manager can give should be withheld. Rather, it is a matter 
of timing. When you give a man a job, tell him not to come to you 
until the job, in his opinion, is absolutely complete. Then, you can 
analyse and criticize his efforts and, if he made mistakes, advise him 
how he could have avoided them. 


I can recall two examples of this. One of my men, nearly through 
an important assignmeni, said he wanted to bring in his working papers, 
go through them with me, and get my advice on the final form and 
content of his report. I said, “No, you decide what will go in your 
report, how you will set it up, and bring the report to me when it is 
completely finished. Then I shall tell you whether it is good or not.” 
The reasons for my answer are obvious. 
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On the other hand, another of my staff was recently handed a 
difficult assignment of pulling a small business out of financial trouble. 
When he had fully appraised the situation, he called me on the tele- 
phone, not to ask my advice, but to tell me that he had already made 
certain decisions and commitments, and only wanted my help in speed- 
ing them up. He knew that, in making those decisions, he was taking 
a chance of being wrong, but that is a chance taken by everyone who 
makes decisions. You and I want men, not who will lean on us, but 
who will know what to do and will learn how to do it right. It is our 
responsibility to develop such men. 


A. J. E. Curvp. 


SOME THOUGHTS CONCERNING THE INTERNAL AUDITOR 


The internal auditor should be somewhat of a diplomat and have a 
reasonably pleasant disposition that shows on the surface. He should 
not be convinced in his own mind that nearly everyone else in the 
company is dishonest, negligent, incompetent, or just plain lazy. He 
will have much more success with his daily assignments if he will 
concede that at least some of the personnel in the section, department 
or plant that may be under examination may have a few good ideas, 
and that in all probability they know more about their particular jobs 
than he ever will. Extreme courtesy is always essential, no matter 
whether he is dealing with a department head or the lowliest clerk or 
plant laborer. 


If the internal auditor will adopt a friendly attitude and display a 
sincere interest in the ideas of the person who is charged with the 
responsibility of maintaining certain records, or doing a specified task, 
he will probably learn that some of the established procedures in every- 
day use may be obsolete, cumbersome, or have no relation whatever to 
anything else that can be located by diligent search. In fact, no one 
will know why many daily tasks are actually performed except that 
someone who formerly worked in that section had shown the present 
personnel what to do and how to do it. After the third or fourth such 
change, the original instructions became a little vague or, perhaps, 
should have been cancelled entirely. If you do not believe that such 
a condition can exist, take a good look around. You will probably be 
surprised. 


I may be in the extreme minority in this opinion, but I believe the 
internal auditor should, if at all possible, take an active interest in the 
personnel program of his company. I mean by this statement that he 
should take an interest in the company’s bowling leagues, baseball or 
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basketball teams, dances, picnics, etc. You may disagree with me on 
the grounds that such familiarity may interfere with the auditor’s abil- 
ity to criticize the work of others if he becomes too friendly with too 
many people. I maintain that he needs friends. 


The internal auditor is a representative of management and is 
charged with certain responsibilities. He cannot possibly carry out 
these duties unless he has the cooperation and assistance of the people 
with whom he comes in contact. It is much easier to obtain this cooper- 
ation if at least some of these people are his friends. By trying to culti 
vate these friendships he will find out more about the various duties, 
assignments, and difficulties of the other people on the payroll than if 
he adopts an unfriendly or retiring attitude. The more he knows about 
these assigned duties and procedures, the easier it will be to suggest 
improvements. He should be very careful to give any individual that 
has made a constructive suggestion full credit in his report on the 
assignment, or he will be really disliked. I believe he can be friendly 
with most of the employees with whom he comes in contact, retain 
their respect, and still carry out his assigned duties in a creditable 
manner. 

Horace D. Woopcock. 


TO ALL MEMBERS 


Only through your sincere and earnest cooperation can THe LNst1 
TUTE continuously improve the quality of and widen the interest in The 
Internal Auditor. All of us realize that in making our gratis contribu 
tions to our Quarterly some sacrifice of time, thought and effort are 
entailed. But, we ably can meet the issue and take due pride in the 
knowledge that, while we are contributing to the benefit of our fel 
low members, we are also promoting the prestige of Tue INstiruTe 
as an articulate professional association. 


Some suggestions on general procedure: 
g 


(1) In re papers given at Chapter meetings which are thought 
worthy of publication: 
For publication, the approach must be a little different 
because of the wider and more varied “audience who 
listens.” Each author should, therefore, review and him 
self make any required revisions of his paper to the end 
that he will be presented at his best in print. 
(2) Get qualified members to write and submit articles on sub 
jects in which they are particularly interested. 
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There are many in Tue INstiruTE who undoubtedly can 

and should contribute, but who, thus far, have not done so. 

(3) Interest in internal auditing outside our membership is 

growing. There is ample evidence of this. 

Try to locate those people in Management, Public 

Accounting, Government Bureaus, as well as Comptrol- 

lers, Industrial Accountants, Management Engineers, etc., 

who show an interest in some phase of internal auditing, 

and urge them to write special articles for the Quarterly. 

The Quarterly is, as you know, the medium by which Tue Inst1- 

TUTE is best known to the public and to the general membership. It 

continuously should demonstrate that we are steadily and consistently 

increasing our authoritative knowledge of the theory and practice of 
internal auditing, and that our objectives are being attained. 


—Tue Eprror1aL CoMMITTEE. 


ON TAXES 


“It would be thought a hard Government that should tax its People 
one-tenth Part of their Time, to be employed in its Service. But Idleness 
taxes many of us more, if we reckon all that is spent in absolute Sloth, 
or doing of nothing, with that which is spent in idle Fmployments or 


Amusements, that amount to nothing.” 


*“Remember that time is money.” 


Early Sayings of Benjamin Franklin 
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GENERAL AUDITOR 


CPA (OHIO) with extensive experience in internal auditing 
and all phases of accounting. Available after proper notice 
as General Auditor, Controller, or Assistant Controller for 
large company. Detail resumé on request. Some travel ac- 
ceptable. Box E 154. 
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Are you sunk by water-logged figures? 


Davy Jones should have plugged up the 
holes in his leaky record-keeping meth- 
ods. Too late now. He can’t * fathom 
his figures and his end-of-the-month 
reports are going to be late again. 
Ahoy, there, mate! Instead of shiver- 
ing the timbers of your office crew, take 
a squint at low-cost ae age cards. 
They'll keep your records shipshape, 
and get ou out statements and payrolls 


With McBee Keysort, figures that 
used to be salted away in ledgers and 
files come out on deck. Marginally 
punched Keysort cards become the 
ro sa records. Orders, invoices, clock 

, and job — escape the haz- 
> ‘of copying and yg peed 


girl can key them and 
in minutes instead of hours 
Keysort keeps business facts current. 





eB. it more economically than an 

similar method because it doesn’t y 
ge on expensive equipment or special- 
y skilled hands. 


‘There’s a McBee man near you. Ask 
him to drop in. Or write us. 








mechanically articu- 
late. You can classify, file find and use quan- 


tities of data...q y and accurately. 


THE McBEE COMPANY 


Sole Manufacturer of Keysort — The Marginally Punched Card 
295 Madison Ave., New York 17, N.Y. Offices in principal cities 
Canada 


310 Spadina Ave., Toronto 2B, Ontario, 














Publications of The Institute of Internal Auditors 





Increasing the Usefulness of Internal Auditing 


ADDRESSES Presented at the 
SIXTH ANNUAL CONFERENCE OF THE INSTITUTE — 1947 


SUMMARY of recent trends showing the broadening scope and usefulness 
A ot Internal Auditing. Individual articles cover specific phases of the 
following general themes—Recent Developments in Internal Auditing, re- 
ppecesss of the Systems of Internal Control, and case histories of special 

anagement Service. Price 





Internal Auditing — A Post-War Reappraisal 


ADDRESSES Presented ot the 
FIFTH ANNUAL CONFERENCE OF THE INSTITUTE — 1946 
RECONSIDERATION of the fundamentals of internal Auditing in the light 
A of post-war conditions. Subjects covered include—Service of Internal 
udit to Management, Training of Internal Auditors, Development of Audit 
Programs, Internal Audit Reports, and Coordination of Internal Auditors and 
Public Accountants. Price 


Internal Auditing — Now and After the War 


PAPERS AND DISCUSSIONS Presented at the 
THIRD ANNUAL CONFERENCE OF THE INSTITUTE — 1944 
UBJECTS treated and discussed by leading internal auditors, public account- 
ants and authorities in related fields include—The Modern Internal Auditing 
Department in Operation, Significant Failures of Internal Control, Basic Principles 
of Internal Auditing, and Formal Education Courses in Staff Training. 


Price paper-bound 








Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 
HIS volume comprises six parts: |. Internal Auditing Techniques, ||. Internal 
T Auditing and Management, lil. Internal Auditing and Public Accounting, 
IV. 


Internal Auditing and the Securities and Exchange Commission, V. Internal 
Auditing and Wartime Problems, and Vi. Internal Auditing and the Future. 


Price 





Managerial Control Through Internal Auditing 


Prepared by the Research Committee of 
THE INSTITUTE OF INTERNAL AUDITORS 


ODERN Internal Auditing lies in the area of management control. This 
M concise volume has been published to guide business management in 
the utilization of its internal auditing staff; how, as a tool of management, 
modern internal auditing has progressed far beyond the arithmetical verification 
of accounts, records and financial statements; how it has become a complete 
intra-company financial and operstional review embracing perfection of the 
system of internal control and reliable assurance of adherence to the standards 


of performance. Price $2.00 


Order any of above publications from your favorite bookseller or directly from 
BROCK and WALLSTON, Publishers, 39 Atlantic St., Stamford, Conn. 








Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink 
A text and guide book to Internal Auditing 
Ronald Press-—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 
by WALTER H. KAMP and JAMES A. CASHIN 
A case history description of an internal control program and coordinated internal 
auditing practices. 


Brock and Wallston—39 Atlantic Street—Stamford, Conn. 
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